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Abstract

This study examines how organisational strategy influences the design of
performance-vested equity incentive plans. Prospectors have diverse product-market
portfolios and keep exploring new prospects, while defenders rarely adjust their
product-market portfolios and keep exploiting the existing markets. Therefore, compared
with defenders, prospectors need to motivate managers to take higher risks and to have
longer decision-making horizons. We expect that in order to motivate and supervise
employees better, firms with different strategies will have different considerations when
designing equity compensation. Specifically, this paper focuses on two parts of the design:
the selection of incentive objects and the setting of attached performance targets. Using
hand-collected data from performance-based equity incentive plans from Chinese public
firms, we find that compared with defenders, prospectors focus more on motivating middle
managers through their equity incentive plans. In addition, compared with defenders,
prospectors set less difficult profit targets in their equity incentive plans; meanwhile,
prospectors are more likely to set revenue targets for the purpose of emphasising market
share. Our results are consistent with optimal contract theory: that is, an equity incentive
plan is designed to be compatible with organisational strategy.
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l. Introduction

The congruence between strategy and management control system is one of the most
permanent concerns in management accounting research. Abundant studies in this area
follow a contingency approach to establish systematic associations between strategy and
particular management control practices (Langfield-Smith, 1997; Henri, 2006; Cooper, 2015;
Bedford et al., 2016). There is a stream of management control research that argues that
management control systems should direct and motivate employees to act in accordance
with organisational strategy (Langfield-Smith, 1997; Henri, 2006; Cooper, 2015; Bedford et
al., 2016) so that the implementation of the organisational strategy can be ensured and then
organisational competitiveness and performance improved (Samson et al, 1991;
Langfield-Smith, 1997). As a part of management control systems, equity incentive plans
should also be adapted to organisational strategies to ensure that the strategies are
implemented effectively. Although the relevant research has largely focused on
organisational strategies (Miles and Snow, 1978; Gupta and Govindarajan, 1984; Porter,
1985; March, 1991; Treacy and Wiersema, 1995) and the theoretical framework on the
relationship between organisational strategies and management control systems is mature,
few empirical studies have systematically analysed the relationship between organisational
strategies and the design of the equity incentive plans.

Nowadays, as more and more firms are linking their performance evaluations with
equity incentives, performance-based equity incentive plans have become an increasingly
important research topic in management accounting (Gerakos ef al., 2007; Kuang and Qin,
2009; Abernethy et al., 2015). As a form of long-term incentive contract, an equity incentive
plan sets performance targets as the conditions for the implementation of equities, which
could strengthen the association between employees’ compensation and firm performance,
maintain the congruence between the interests of employees and firms, and improve
employees’ efforts (Gerakos et al., 2007). Since more and more listed companies are
implementing equity incentive plans, the effectiveness of these incentives has become an
increasingly important issue in both the theoretical and practical worlds. In particular, the
effectiveness of incentives has been challenged continuously (Lu et al., 2009; Chen et al.,
2016); for example, Lu ef al. (2009) find that the equity incentive plans of Chinese listed
companies play a welfare role due to defects in corporate governance. Moreover, many
equity incentive plans have easily achievable performance targets and lack incentive effects.
On the basis of optimal contract theory, we propose that, despite some defects in incentive
effects, the design of equity incentive plans, including the selection of incentive objects and
the setting of attached performance targets, is still aimed at motivating employees to act in
line with organisational strategy. In this paper, we empirically investigate the influence of
organisational strategy on the design of equity incentive plans.

On the basis of Miles and Snow’s (1978) classification of organisational strategies, we
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classify organisational strategies into two types: defender and prospector. Specifically, firms
that adopt a prospector strategy (hereinafter, prospectors) rapidly expand their growth
opportunities through exploring new and changing product-market prospects and enhance
the speed of their organisations’ response to environmental changes to establish competitive
advantages. In contrast, firms that adopt a defender strategy (hereinafter, defenders) rarely
adjust their product-market portfolios, focus on stability in their existing product lines, and
maintain market share through fully exploiting the existing markets to improve competitive
advantages (Miles and Snow, 1978). Therefore, compared with defenders, prospectors
require managers to have a longer decision-making horizon and firms to give managers
more discretion. However, giving managers more discretion also means that they may have
greater opportunities to engage in myopic and opportunistic behaviour. Thus, there is a need
to devise equity incentive plans that are in line with firms’ organisational strategies in order
to motivate and constrain employees, which will ultimately be beneficial to firms’
performance (Rajagopalan, 1997).

In this paper, we propose that because an equity incentive plan is an important
incentive mechanism to attract and retain employees (Xiao and Fu, 2016), firms will design
their equity incentive plans on the basis of their strategic needs in order to direct and
motivate employees to pursue organisational goals. We are concerned with two important
components of the design of equity incentive plans. First, we divide incentive objects into
top management and middle managers and focus on the influence of firm strategy on the
selection of incentive objects. Earlier studies pay much attention to senior management
controls and their alignment with strategy (Simons, 1987; Langfield-Smith, 1997).
Gradually, research about the contingent relationship between management controls and
strategy has begun to trickle down to middle management (Hopper and Armstrong, 1991)
and even lower levels of organisational hierarchies (e.g. Davila et al., 2009; Adler and Chen,
2011). We propose that to actualise their own strategies, organisations need to grant equity
incentives to employees at different levels. Prospectors have diverse product-market
portfolios and continuously explore markets, which means they face more uncertainties and
risks compared with defenders. As a result, how to motivate risk-averse managers,
especially middle managers, to engage in risky and unpredictable activities to create value
for the firm is an important issue for prospectors. Besides, different organisational strategies
require managers, especially at middle levels, to have different discretion and decision
horizons. In order to keep a diverse product-market mix and guarantee that managers
respond rapidly to environmental changes, prospectors will give more discretion to middle
managers. This will lead to a higher degree of information asymmetry between top and
middle managers. Therefore, it is necessary to give middle managers sufficient motivation
and to alleviate the agency problem between top and middle managers. Second, we are

interested in how these employees are motivated to improve firms’ performance. The
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direction and degree of the efforts that managers must take to obtain the incentive benefits
are determined by the performance evaluation attached to the equity incentive plans,
including performance target type and target difficulty. Managers in prospectors are faced
with greater risks and uncertainties during the process of achieving performance targets. We
propose that in order to prevent risk-averse managers from adopting myopic behaviour,
organisations will reduce the difficulty of profit performance targets. In addition, the high
level of uncertainty in prospectors leads to greater noise in using profit target as a
performance measure. To reduce the profit target’s noise, prospectors are more likely to use
a revenue target which reflects their market share and future financial performance. In
summary, in order to motivate managers and implement organisational strategies effectively,
firms will give thorough consideration to granting equity incentives to middle managers and
set suitable performance targets when designing equity incentive plans based on their
particular organisational strategy.

We use Chinese A-share listed firms from 2009 to 2018 as our research sample and
manually collect the performance evaluation information of all equity incentive plans during
this period. Based on the classification of organisational strategies from Miles and Snow
(1978), our main results show that prospectors are inclined to decrease the amount of equity
granted to top management as a proportion of the total amount of equity in incentive plans.
Moreover, prospectors reduce the difficulty of a profit target attached to equity incentive
plans and improve the possibility of incorporating a revenue target into equity incentive
plans for the purpose of emphasising market share and future financial performance.

Our paper makes several contributions to the literature. First, prior literature shows that
the equity incentive plans of Chinese listed companies lack incentive effects because of the
easily achievable performance targets attached to them (Lu et al., 2009; Wu and Wu, 2010;
Xiao and Chen, 2013). Our research proposes that the design of equity incentive plans,
including the selection of incentive objects and performance target setting, should retain an
“incentive orientation” and reflect the needs of organisational strategies. Second, few studies
have examined the differences in performance evaluation measures and performance target
setting in firms with different strategies. Compensation and performance evaluation are
important parts of a management control system (Merchant and Van der Stede, 2007).
Although some studies have examined these elements of control systems (Banker and Datar,
1989; Holmstrom and Milgrom, 1991; Feltham and Xie, 1994), the empirical findings are
often limited due to the difficulty in obtaining data (Kim and Shin, 2017). The normative
disclosure and archival data of the equity incentive plans of Chinese listed companies
provide valuable research opportunities for testing the effects of organisational strategy on
firms’ performance evaluation systems. Furthermore, equity incentive plans are a form of
long-term incentive contracts which could lead employees to think from the perspective of

owners. The relationship between organisational strategy and long-term incentive contracts
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is different from the relationship between organisational strategy and short-term incentive
contracts; thus, long-term incentive contracts need to be studied on their own. Different
from prior literature using general executive compensation data (Balsam et al., 2011), we
manually collect the data from equity incentives plans and directly investigate the influence
of organisational strategy on important components of equity compensation contracts.
Overall, our research enriches the literature on the relationship between organisational
strategy and long-term incentive contracts, especially equity compensation design.

The remainder of our paper is organised as follows. In section II, we review the
literature and develop our hypotheses. Section III introduces the research design, including
the sample selection, data sources, variables, and empirical models. Sections IV and V

present the results and robustness tests. Section VI concludes the paper.

Il. Literature Review and Hypothesis Development
2.1 Equity Incentive Plans

The primary function of equity compensation is to encourage employees to act in
keeping with the long-term interests of the firm (Merchant and Van der Stede, 2007). In
addition, equity compensation should serve to attract and retain employees and strengthen
their loyalty to the firm. Research has shown that equity compensation binds the interests of
managers and shareholders (Ross, 1973) and thus reduces the supervision costs of
shareholders (Baker and Hall, 2004) and increases the risk preferences of managers (Coles
et al., 2006). Moreover, firms with cash flow constraints can alleviate financial stresses by
replacing cash compensation with equity compensation.

A large body of management accounting research has examined equity incentive plans
as a form of equity compensation (Gerakos et al., 2007; Abernethy et al., 2015). In China,
firms began to formally implement equity incentive plans after the China Securities
Regulatory Commission (CSRC) issued the “Equity Incentive Measures for the
Administration of Listed Companies (Trial Implementation)” in 2006. The CSRC explicitly
requires listed companies to set performance targets as a vesting condition of exercising
options or unlocking restricted stock. Although the CSRC has not stipulated the specific
performance measures to be used in target setting, almost all of the listed companies in
China use accounting-based indicators.” Companies that implement performance-based
equity incentive plans aim to strengthen the incentive effects while limiting managers’
“lucky” income (Merchant and Van der Stede, 2007). Compared with the traditional equity
incentives, performance-based equity incentive plans can enhance the congruence of
interests between managers and shareholders, provide managers with stronger incentives,

and thus enable firms to outperform their competitors (Gerakos et al., 2007; Kuang and Qin,

5 Including net profit, net profit growth rate, net profit target value, return on equity, revenue, and revenue
growth rate.
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2009).

In recent years, numerous studies have criticised the equity incentive plans of Chinese
listed companies on the basis that most of the performance evaluation clauses are mere
formalities that lack substantial incentive and restriction effects (Lu et al., 2009; Wu and Wu,
2010; Xiao and Chen, 2013). Lu et al. (2009, 2011) classify equity incentive plans into two
types, incentive types vs. welfare types, based on the difficulty of performance targets and
the vesting period. They point out that the different types of equity incentive plans originate
from the corporate governance structure and that the welfare plans are the results of the
agency problem rather than firms’ attempts to resolve the agency problem. Xiao and Chen
(2013) also support the view that equity incentive plans lack sufficient incentive effects.
They find that the main performance evaluation measure (net profit growth rate) of equity
incentive plans is significantly lower than the historical average level, which more likely
occurs in firms with weak corporate governance.

Although many researchers have argued that the regulatory authorities should
strengthen (1) the regulation of the selection of equity incentive objects and (2) the
performance evaluation, including the design of types of performance targets and target
difficulty, to ensure that they provide sufficient incentive and restriction effects (Lu et al.,
2009; Wu and Wu, 2010; Xiao and Chen, 2013), the new version of “Measures for the
Administration of Equity Incentives of Listed Companies” issued by the CSRC on 13 July
2016 relaxed the mandatory requirements regarding the design of performance targets.
Listed firms are no longer required to set performance targets that are positive and not lower
than the firm’s historical average level; instead, they only need to disclose the rationality
analysis for the performance targets. This deregulation gives firms more discretion in setting
compatible performance targets. However, in practice, some listed firms were still forced to
cancel their equity incentive plans because they set unachievable performance targets, and
some listed firms turned to employee stock ownership plans (ESOPs) without performance
appraisals. As a prominent form of equity compensation contract, equity incentive plans
have been issued by more and more firms in recent years. Therefore, how to design equity
incentive plans, and especially set compatible performance targets, to strengthen incentive
effectiveness has become an important research question. We propose that an organisational
factor that fundamentally affects the design and implementation of equity incentives has
been neglected, namely, organisational strategy, which is the cornerstone of a management
control system (Langfield-Smith, 1997). Thus, we analyse the effects of organisational

strategy on the design of performance-based equity incentive plans.
2.2 Organisational Strategy

Organisational strategy focuses on how an organisation competes within its particular
industries and the ways in which each organisation positions itself in relation to its

competitors (Langfield-Smith, 1997). The design of a management control system should be
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guided by the organisation’s strategy and aim to improve the firm’s competitiveness and
operating performance (Langfield-Smith, 1997). Miles and Snow (1978) propose three
strategic types of organisations: defenders, analysers, and prospectors. Porter (1985) divides
organisational strategies into overall cost leadership, differentiation, and focus. Gupta and
Govindarajan (1984) argue that organisational strategies should be divided into build, hold,
harvest, divest, and others. March (1991) divides organisational strategies into exploration
and exploitation strategies, whereas Treacy and Wiersema (1995) classify organisational
strategies as customer intimacy, product leadership, and operational excellence.

Despite the various definitions of organisational strategies, the strategies have similar
effects on management control systems (Dent, 1990; Langfield-Smith, 1997; Bentley et al.,
2013). For example, in terms of compensation and performance evaluation, firms that use
defence-oriented strategies (defenders, overall cost leadership, hold or harvest, exploitation,
operational excellence) tend to use short-term and objective performance evaluation and
compensation systems. In contrast, firms with prospect-oriented strategies (prospectors,
differentiation, build, exploration, product leadership) are more likely to use long-term
subjective performance evaluation and compensation systems (Govindarajan, 1988; Singh
and Agarwal, 2002). Prior studies have pointed out that the classification methods of Miles
and Snow (1978) are more suited to archival data research, while the other classification
methods are more suitable for interviews and survey research (Ittner ef al., 1997; Bentley et
al., 2013). In this paper, we examine the effect of organisational strategy on the design of
equity incentive plans on the basis of Miles and Snow’s (1978) typology of prospectors,
defenders, and analysers. Prospectors and defenders are at different ends of a continuum,
while analysers are situated in the middle and share the attributes of prospectors and
defenders (Miles and Snow, 1978). Consistent with the literature (e.g. Ittner, et al., 1997,

Bentley et al., 2013), we focus on the two distinct types of firms: prospectors and defenders.
2.3 Hypothesis Development
2.3.1 Does organisational strategy influence the selection of incentive objects?

As the instigators of change in their respective industries, prospectors tend to be in a
state of continuous development. Prospectors quickly respond to environmental changes and
seek to develop new products and marketing campaigns to rapidly expand their market share,
and thus they constitute the leading edge of their particular industry (Miles and Snow, 1978).
However, because prospectors continually change their product-market portfolios and
explore new opportunities in different market domains (Bentley et al., 2017), they have a
high degree of uncertainty and their future outcomes are risky and unpredictable (Shi, 2003).
These organisational characteristics bring about two concerns for prospectors when
motivating employees. First, prospectors have a higher degree of uncertainty than defenders;

thus, prospectors need to put more effort into persuading their managers to engage in risky
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and unpredictable activities to create value for the firm, especially focusing on motivating
middle managers. Middle managers play vital roles in strategy implementation because they
are often the ones who see new opportunities in the environment and use these to initiate
and champion new initiatives (Dutton and Ashford, 1993; Floyd and Lane, 2000; Martin and
Eisenhardt, 2010). However, when they perceive that new initiatives are risky and will not
bring them certain benefits, they may also be resistant to such initiatives and work for their
own self-interest (Raes et al., 2011). Therefore, when designing equity incentive plans,
prospectors should focus more on motivating middle managers to better persuade them to
take risks and to align their interests with those of the firm. Second, in order to keep a
diverse product-market mix and guarantee that managers respond rapidly to environmental
changes, prospectors give more discretion to managers, especially managers at lower levels
of the hierarchy (e.g. middle managers) because lower-level managers often have more
market, technology, and other specialised knowledge than top managers. From this
perspective, prospectors have more information asymmetry between top and middle
managers due to middle managers’ greater discretion and expert information advantages,
whereas information asymmetry is less of a concern for defenders (Aghion and Tirole, 1997;
Bentley et al., 2013). The difference in information asymmetry gives rise to different levels
of agency problem on the part of middle management, which can be mitigated by using
equity compensation to align the interests of top and middle managers. Furthermore, the
success of seeking new products or other innovation activities depends on collaboration
among employees, which means that the design of the management control system should
not only be oriented toward top management but should also consider cooperation and
knowledge sharing among middle managers.

In contrast, unlike prospectors that pursue exploration, defenders tend to follow an
exploitation strategy (Menguc and Auh, 2008). Defenders rarely adjust their product-market
portfolios; instead, they pay more attention to improving production efficiency in a narrowly
defined, stable product set and optimising distribution channels (Bentley et al., 2017).
Defenders put more effort into exploiting existing products and markets and experience
more gradual and stable growth patterns (Miles and Snow, 1978). The strategic focus of
defenders is to improve operational efficiency through streamlined production and
distribution (Menguc and Auh, 2008), which are typically experience-oriented,
clear-causality, and highly certain activities. These organisational characteristics mean that
in defenders, the tasks of employees at all levels are usually unambiguous and less
discretionary than they are in prospectors. Thus, motivation and constraint issues are less
obvious to defenders than they are to prospectors. Compared with exploration activities in
prospectors, cost control and other business activities in defenders have a higher degree of
certainty and clearer causal relationships and could produce achievements within shorter

terms. From this perspective, compared with prospectors, defenders can directly regulate the
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behaviour of managers at a lower cost. Furthermore, the top-down control system of an
organisation can be used to effectively implement cost control within the organisation.
Therefore, the issues relating to motivating and constraining middle managers are relatively
less severe for defenders.

In summary, we propose that prospectors’ equity incentive plans should focus on
motivating and constraining middle managers, aligning middle managers’ interests with
those of the organisation, and encouraging cooperation and knowledge sharing among
employees across different levels of the hierarchy so as to increase the output of exploration
activities. In contrast, to carry out steady exploitation activities and control their operating
costs, defenders should mainly focus on motivating their top management team. Our

hypothesis is as follows:

H1: Ceteris paribus, compared with defenders, prospectors focus more on

motivating middle managers through their equity incentive plans.

2.3.2 Does organisational strategy influence the setting of performance targets
attached to equity incentive plans?

Organisational strategies can also influence the types and difficulty of the targets that
firms attach to their equity incentive contracts (Langfield-Smith, 1997; Rajagopalan, 1997;
Zhu and Gan, 2015).

The CSRC requires listed companies to disclose the performance targets for exercising
stock options or unlocking restricted stocks. As shown in Figure 1, the exercising process
includes two kinds of performance targets: firm-level performance targets and individual
performance targets. We only focus on firm-level performance targets because those targets
play an essential role in the process of exercising stock options or unlocking restricted
stocks. If a firm fails to reach its firm-level performance targets, the equity incentive plan
objects will lose the right to exercise the stock options or unlock the restricted stocks.
Moreover, firm-level performance target data are highly structured and are suitable for
comparing different equity incentive plans. As of 31 December 2018, 89.99% of the equity
incentive plans of Chinese firms have used performance targets based on accounting profits
(either alone or in combination with other measures), including net profit, net profit growth
rate, and return on equity.® In addition, 28.08% of the equity incentive plans have used

performance targets based on revenue (either alone or in combination with other measures),

¢ Although the CSRC does not specify the types of performance targets, in practice, most firms use profit
targets in their equity incentive plans, which means that there is no difference between prospectors and
defenders in terms of setting performance targets for equity incentive plans. Profit target has almost
become a necessary element of equity incentive plans, possibly due to the importance of earnings and
external supervision. For example, when designing equity incentive plans, firms want to avoid being
different from other firms to reduce the risk of supervision. Therefore, regardless of whether the profit
targets favour the implementation of the strategy, companies will include profit targets in their equity
incentive plans.
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including revenue and the revenue growth rate. In this paper, considering external validity,
we focus on the difficulty of achieving profit-based performance targets; with regard to
revenue performance targets, we only discuss whether they are included in the equity

incentive plans and do not discuss their difficulty.’

Figure 1 Process for Executing Performance-Based Equity Incentive Plans

This figure illustrates the process to be executed before workers can exercise stock options or unlock
restricted stocks granted through performance-based incentive plans. The process consists of two steps. In
the first step, the firm needs to meet firm-level performance targets so that workers can enter the second
step. In the second step, workers are required to meet individual-level performance targets, which finally
decide the amount of benefits that workers can obtained from performance-based incentive plans.

Has the firm met the performance targets?

i\l/ Yes

Has the individual met his or
her own requirements?

Equity incentive plans
cancelled or deferred to next

period
y Yes

Exercise fewer options Exercise more options
or unlock less or unlock more
restricted stocks restricted stocks

Compared with defenders, prospectors have broader product-market portfolios and
their emphasis on rapid new product and market development means they often confront a
high degree of complexity and uncertainty in their operations (Ruekert and Walker, 1987).
As a result, prospectors’ future outcomes are often riskier and more unpredictable (Shi,
2003), which means managers may not get respectable compensation within a short term.
Managers are usually risk averse and short-sighted. In order to motivate managers in
prospectors to bear risks and work for the owners’ interests, prospectors should try to extend
managers’ decision-making horizon and increase their compensation.

Bushman and Indjejikian (1993) pointed out that profit-based performance targets have

a short-term orientation. Merchant and Van der Stede (2007) argued that there are two ways

7 In addition to considering external validity, another important reason why we do not study the revenue
target difficulty is that there is a mechanical correlation between revenue and the organisational strategy
indicators. The historical growth rate of revenue is a constituent element in the organisational strategy
indicators (Bentley et al., 2013; Sun et al., 2016). Specifically, the higher the revenue growth rate, the
more the organisational strategy will be prospector oriented. On the other hand, the historical growth rate
of revenue is the benchmark of revenue-based performance targets: that is, the higher the historical
growth rate of revenue, the less difficult the revenue-based performance target. Therefore, there is a
mechanical negative correlation between organisational strategy and the difficulty of the revenue-based
performance target.
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to reduce managers’ myopic tendency: one is to reduce the weight of the profit-based
performance measures and increase the weight of the long-term performance measures in
performance evaluation systems, such as market share and customer satisfaction; the other is
to reduce the difficulty of the profit targets to provide space for managers to engage in
long-term activities, such as finding potential markets and developing new products.
Prospectors face more risks and are more eager to reduce managers’ myopic tendency than
defenders; therefore, following Merchant and Van der Stede (2007), we propose that
prospectors are inclined to use less difficult profit performance targets to ease managers’
short-term pressure and extend their decision-making horizon.

In addition, since prospectors face greater risks and uncertainties than defenders, the
performance of prospectors is less stable than that of defenders. In equity incentive plans,
managers’ compensation is tied to firm performance directly, which means that during the
process of firm-level performance evaluation stipulated in equity incentive plans, managers
in prospectors will confront more uncertainties and bear more compensation risks than
managers in defenders. Moreover, the fact that prospectors face greater risks also means that
managers’ efforts are subject to greater noise in firm performance, which further increases
the compensation risks for managers in prospectors. According to agency theory, managers
are risk averse, and they may not be willing to take on risks that the owners feel are optimal
for their firms (Ma and Wang, 2014). Target difficulty plays a key role in determining
whether managers can accomplish their performance evaluation targets and get
compensation; therefore, reducing target difficulty in the performance evaluation process is
a direct and effective way to lower the compensation risks contained in the contracts, which
in turn reduces the compensation cost for the firm. From this perspective, we also predict
that in order to design more efficient compensation contracts and motivate managers to take
risks for firms, prospectors will be inclined to set less difficult profit performance targets in
their equity incentive plans compared with defenders. In summary, we propose the

following hypothesis:

H2: Ceteris paribus, compared with defenders, prospectors set less difficult profit

performance targets in their equity incentive plans.

Although most equity incentive plans use profit-based performance targets as
assessment criteria, 28.08% include revenue-based performance targets® and 10.65% use
revenue-based performance targets alone. Langfield-Smith (1997) argue that the choice of
organisational strategy involves a trade-off between market share growth and short-term
profit maximisation. While accounting profit reflects short-term earnings, revenue can
partially represent market share. Merchant and Van der Stede (2007) propose that improving

the weight of the market share measures in performance appraisals can effectively alleviate

8 Expected revenue or expected revenue growth rate.
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managers’ short-sightedness. While defenders focus on steady market share and current
profits, prospectors form the leading edge of an industry and face many uncertainties; as a
result, prospectors’ pursuit of current profits is not as strong as that of defenders.
Prospectors pay more attention to seizing a new market share, maintaining high growth, and
acquiring future profits. Revenue-based performance targets can better reflect the
implementation of a prospector strategy. In addition, prospectors face greater risks and
uncertainties due to their diverse product-market portfolios. As a result, their accounting
profits are subject to greater noise in evaluating employees’ effort. Since any additional
information about agents’ actions, however imperfect, can be used to improve the
effectiveness of contracts (Holmstrom, 1979), revenue which reflects market share is more
likely to be added into performance evaluations to evaluate the effort of employees.
Therefore, we propose that equity incentive plans with less difficult profit targets are not
necessarily a form of welfare because prospectors will include revenue targets in their equity
incentive plans as supplements to ensure the implementation of the organisational strategy.

In conclusion, we propose the following hypothesis:

H3: Ceteris paribus, compared with defenders, prospectors are more likely to use

revenue performance targets in their equity incentive plans.

However, there is an alternative explanation for H3. According to life cycle theory,
there are great differences in the characteristics of enterprises in each life-cycle stage. Since
prospectors continually change their product-market portfolios and explore new
opportunities in different market domains, they are more likely to be in the introduction and
growth stages. Firms in the introduction and growth stages often have not formed stable
profit-making methods, and their main task is to seize market share and increase their
competitiveness (Huang et al., 2016). Therefore, performance targets representing market
share (e.g. revenue-based performance targets) are more likely to be used by prospectors.
Defenders, on the other hand, have narrowly defined, stable product sets and are thus more
likely to be in the mature stage. Firms in the mature stage have stable profit-making
methods (Huang et al., 2016) and are capable of paying more attention to increasing profit
levels. From this point of view, profit-based performance targets are more likely to be used
by defenders. Overall, our prediction in H3 may also be explained by the life cycle theory.
To eliminate this alternative explanation, we control for the life cycle effect in the research

design.

lll. Sample Selection and Research Design
3.1 Sample Selection

Listed companies in China were formally required to disclose their equity incentive

plans after the CSRC issued “Equity Incentive Measures for the Administration of Listed
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Companies (Trial Implementation)” in 2006. Due to the poor information disclosure during
the first few years, we use A-share listed companies (including small and medium
enterprises) from 2009 to 2018 as our research sample. The data come from several sources:
the CSMAR provides information on corporate governance and financial data, Wind
provides R&D expenditure information, and the NERI INDEX of Marketization of China’s
Provinces’ provides information on the degree of regional marketisation. We manually
collect the data on the types of incentive objects, performance evaluation measures, and
targets from firms’ publicly disclosed equity incentive plans. All of the publicly disclosed
equity incentive plans are obtained from Wind. After eliminating items with missing
variables, our sample comprises 1,371 firm-year observations on firms’ equity incentive
plans.!® Table 1 shows the year and industry distributions of the sample. We can see that
over the years, the number of firms implementing equity incentive plans has increased.
Industry groups are based on the Guidelines for the Classification of Listed Companies
(2001) issued by the CSRC, where two-digit codes are used for the manufacturing industry
and one-digit codes for other industries. Overall, the manufacturing industry occupies a

representative position.

Table 1 Sample Distribution by Year and Industry

This table reports the distribution of years and industries in our sample. We list the number of observations
and the percentage for each category. The sample is drawn from A-share listed firms (including small and
medium enterprises) in China from 2009 to 2018. We finally get 1,371 firm-year observations. Our industry
classification is based on the Guidelines for the Classification of Listed Companies (2001) issued by the
CSRC, where two-digit codes are used for the manufacturing industry and one-digit codes for other
industries.

Year Obs Percentage
2009 21 1.5371%
2010 36 2.6258%
2011 69 5.0328%
2012 86 6.2728%
2013 136 9.9198%
2014 144 10.5033%
2015 153 11.1679%
2016 183 13.3479%
2017 248 18.0890%
2018 295 21.5171%
Total 1371 100%

9 Including the NERI INDEX of Marketization of China’s Provinces 2011 Report, Marketization INDEX
of China’s Provinces: NERI Report 2016.

10 Some listed firms cancelled their equity incentive plans after implementation. Because we do not focus
on the follow-up implementation of the equity incentive plans, the 1,371 observations do not exclude the
firms that subsequently cancelled their equity incentive plans. The unreported results show that the
empirical results of this paper remain unchanged even after excluding the firms that cancelled their
equity incentive plans.



14 Wang, Zhou, Gao, and Wang

Industry Code Industry Name Obs Percentage
A Agriculture, For(.estry, Husbandry and 13 0.9482%
Fishery
B Extractive Industry 10 0.7294%
Co Food and Beverage Industry 40 2.9176%
C1 Textile, Clothing and Fur Industry 37 2.6988%
2 Wood Processing Industry, Furniture 17 1.2400%
Manufacture
C3 Paper and Printing Industry 23 1.6776%
C4 Oil Industry 125 9.1174%
(6] Electronic Industry 66 4.8140%
Cé Metal and Nonmetal Industry 65 4.7411%
7 Machinery, Equipment and Instrument 341 24.8724%
Industry
cs Pharmaceutical and Biological Products 9 6.7104%
Industry
Cc9 Other Manufacturing Industries 3 0.2188%
D Production and Supply of Electricity, Gas 10 0.7294%
and Water
E Construction Industry 22 1.6047%
F Transportation and Warehousing Industry 7 0.5106%
G Information Technology Industry 320 23.3406%
H Retail Trade Industry 37 2.6988%
J Real Estate Industry 41 2.9905%
K Social Service Industry 73 5.3246%
L Communication and Cultural Industry 24 1.7505%
M Comprehensive Category 5 0.3647%
Total 1371 100%

3.2 Measures and Models
3.2.1 Dependent variables

To measure the selection of the equity incentive targets, we follow Xiao et al. (2013)
and calculate the proportion of the top management’s granted equity relative to the total
amount of equity in the incentive plans to obtain the measure MQOP.

Since net profit, growth rate of net profit, and expected ROE can all be used as profit
targets in equity incentive plans,!' following Abernethy et al.’s (2015) measurement of the
difficulty of profit targets, we first calculate the average annual net profit growth rate of the
firm in the 3 years before the announcement of the equity incentive plan and use it as the
expected annual net profit growth rate. Then, for the firms that use net profit growth rate as

a profit target, we use (1) the net profit growth rate target for the first exercise of options or

' In our paper, net profit refers to the net profit after deducting the non-recurring profit and loss.
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unlocking of restricted stocks and (2) the average annual net profit growth rate target for the
first three exercises of options or unlockings of restricted stocks, after deducting the
expected annual net profit growth rate, to obtain the difficulty of achieving (1) the net profit
growth rate for the first exercise of options or unlocking of restricted stocks and (2) the
average net profit growth rate for the first three exercises of options or unlockings of
restricted stocks, respectively. For the firms that use net profit as a profit target, we use the
net profit in the current announcement period as a benchmark. Then, we use the benchmark
to calculate the net profit growth rate target for the first exercise of options or unlocking of
restricted stocks and the average annual net profit growth rate target for first three exercises
of options or unlockings of restricted stocks, and then perform the same calculations as
above to obtain the difficulty of the net profit growth rate target. In summary, Difficult4 1
measures the difficulty of the net profit growth rate target for the first exercise of options or
unlocking of restricted stocks, and DifficultA 3 measures the difficulty of the average net
profit growth rate target for first three exercises of options or unlockings of restricted stocks.

The calculation formulas are as follows:

DifficultA_1= Net Profit Growth Rate Target for First Exercise of Options or
Unlocking of Restricted Stocks — Expected Annual Net Profit Growth Rate

DifficultA 3= Average Annual Net Profit Growth Rate Target for the First Three
Exercises of Options or Unlockings of Restricted Stocks — Expected Annual Net Profit
Growth Rate

Expected Annual Net Profit Growth Rate = Average Annual Net Profit Growth Rate of

the Firm in 3 Years Before the Announcement of the Equity Incentive Plan.

For firms that use ROE as a performance target, we first calculate the average ROE of
the firm in the 3 years before the announcement of the equity incentive plan, which is
regarded as the expected level of ROE. Then, we use the target ROE for the first exercise of
options or unlocking of restricted stocks and the average target ROE for the first three
exercises of options or unlockings of restricted stocks, deducting the expected level of ROE,
to obtain DifficultB_1 and DifficultB_3, respectively. The calculation formulas are as

follows:

Difficult B_1= Target ROE for First Exercise of Options or Unlocking of Restricted
Stocks — Expected ROE

Difficult B_ 3= Average Target ROE for the First Three Exercises of Options or
Unlockings of Restricted Stocks — Expected ROE

Expected ROE = Average Annual ROE of the Firm in the 3 Years Before the

Announcement of the Equity Incentive Plan.

In addition, we set two dummy variables, Revdummy and Revrevise, to capture the use

of revenue targets by the listed firms. Specifically, Revdummy equals 1 when a firm includes
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revenue performance targets in its equity incentive plans and 0 otherwise, and Revrevise
equals 1 when a firm only includes revenue targets in its equity incentive plans or adds

revenue targets to profit targets which are set below the expected level, and 0 otherwise.'?

3.2.2 Independent variables

We use Miles and Snow’s (1978) classification of organisational strategy and the
measurement methods from Ittner ef al. (1997) and Bentley et al. (2013). Specifically, we

use the following features as proxies for firms’ organisational strategies:

1. The ratio of R&D spending to sales (Rdrev), because prospectors invest more money in
developing new products than defenders and therefore have higher R&D expenditure
(Hambrick, 1983).

2. The ratio of marketing (SG&A) expenditure to sales (Feerev), because prospectors
invest more in product market expansion than defenders and therefore have higher
SG&A expenses (Hambrick, 1983).

3. The ratio of employees to sales (Emrev), which equals the ratio of the natural logarithm
of the number of employees to the natural logarithm of revenue; because the
productivity of prospectors is often lower than that of defenders, more employees are
needed to generate a unit of revenue (Thomas, 1991).

4. A measure of employee variance (Emcv), which equals the standard deviation of the
logarithmic total employees over the past 3 years. The organisational structure of
prospectors is more unstable than that of defenders, and the average tenure of
employees is shorter in prospectors; thus, the total number of employees will fluctuate
more in prospectors than in defenders (Miles and Snow, 1978).

5. A historical revenue growth measure (Salesgrowth). Prospectors have higher growth
prospects than defenders; thus, the growth rate of revenue is higher in prospectors than
in defenders (Bentley et al., 2013).

6. A measure of capital intensity, which equals net PPE scaled by total assets. Because
prospectors tend to display a high density of human capital and defenders mostly
display a high density of capital (Hambrick, 1983), fixed assets account for a smaller
proportion of the total assets of prospectors compared with defenders. To maintain
consistency with the previous five variables in terms of the direction of interpretation,
we take the negative sign of net PPE scaled by total assets and name this variable

Ppeass.

Each of the six individual variables above is ranked by forming five equal-sized groups
within each industry-year. Within each industry-year, observations with variables in the

highest, second-highest, third-highest, fourth-highest, and lowest groups are given a score of

12 We propose that setting revenue targets indicates a firm’s purpose to motivate and restrain employees,
especially when profit targets are set below the expected level.
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5,4, 3, 2, and 1, respectively. Then, for each firm-year, we sum the scores across the six
variables and get a variable named STRA 1, such that a firm can receive a score between 6
and 30. The larger the score, the more likely the firm’s organisational strategy will display a
prospector tendency; the smaller the score, the more likely the organisational strategy will
display defender characteristics.!® In addition, a strategic variable STRA 3 is constructed on
the basis of robustness considerations. Specifically, the six variables Rdrev, Feerev, Emrev,
Emcv, Salesgrowth, and Ppeass are calculated on the basis of the average value over the past

3 years, and then the calculation definition is the same as that for STRA 1.
3.2.3 Control variables

First, we control for the effect of a firm’s life cycle. The literature shows that the life
cycle of a firm has an effect on the motivation to implement equity incentives (Gong, 2016).
In addition, firms in different life cycle stages tend to use different types of performance
targets, which interfere with the validity of our theoretical development for H3. In order to
eliminate the influence of life cycle on our results, we use the cash flow portfolio method to
measure firms’ life cycles (Cao et al., 2010; Dickinson, 2011; Huang et al., 2016) and
control for life cycle variables in our regressions. The characteristics of the cash flow

distribution at each stage are shown in Table 2. We construct two variables, Lifel and Life2,

Table 2 Cash Flow Patterns in Different Stages of the Firm Life Cycle

This table presents the cash flow pattern proxy for the firm life cycle. The combination of a firm’s net
operating, investing, and financing cash flows provides a firm’s life cycle mapping at each financial
statement date. Varying the sign (positive or negative) of the three types of net cash flows results in eight
possible cash flow pattern combinations. Prior literature has demonstrated that the eight cash flow pattern
combinations form the five theoretical stages of the firm life cycle: introduction, growth, mature, shake-out,
and decline (Dickinson, 2011). Considering the features of listed firms in China and our limited sample size,
we follow Cao et al. (2010) and Huang et al. (2016) and merge (1) the introduction stage with the growth
stage and (2) the decline stage with the shake-out stage. Finally, we get three life cycle stages: growth,
mature, and shake-out.

Growth Mature Shake-out
Cash flow  Introduction Growth Mature Shake-out Shake-out Shake-out Decline Decline
type
Cash flows - + + - + + - -
from operating
activities

Cash flows - - - - + + + +
from investing

activities

Cash flows + + - - + - + -
from financing

activities

13 Many firms implement equity incentive plans within 2 years of listing. If we follow Bentley et al. (2013)
and calculate the average value of each strategic variable over the past 5 years, a large number of data
will be missing. Therefore, we test and report the 1-year and 3-year average strategic variables.
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to control for the influence of life cycle. Specifically, Lifel equals 1 if a firm is in the growth
stage of the life cycle and 0 otherwise, while Life2 equals 1 if a firm is in the mature stage of
the life cycle and 0 otherwise.

Second, we control for the effect of industry competition, including competition
intensity and competition type. As an important environmental factor, industry competition
has wide effects on firms’ organisational strategies, compensation, and performance
evaluations (Krishnan, 2005; Chen et al., 2015). We use the Herfindahl-Hirschman Index
(HHI) to describe the competitiveness of an industry: that is, we calculate the sum of the
squared revenue share of each firm in the same industry. Because the HHI is negatively
correlated with the degree of industry competition, we construct a variable C/ equal to 1-
HHI (Krishnan, 2005). CI is positively correlated with the degree of industry competition.
We use the ratio of R&D costs and advertising costs in a certain industry to the total revenue
of the industry to measure the type of industry competition (CT) (Chen et al., 2015). The
larger the CT, the more the industry is characterised by non-price competition.

We also control for the degree of marketisation of the area in which the firm is located
(MI), whether the industry is regulated (Regulation), the type of the firm ownership (SOE),
the natural logarithm of total assets (Lnassets), the asset-liability ratio (Debt), the ratio of
operating cash flow to total assets (OCF), the ratio of market value to book value (MTB), the
standard deviation of ROE in the past 3 years (ROEvolatility), the standard deviation of
daily stock returns in one accounting year (RETvolatility), whether the firm’s chairman is
also the CEO (CEOduality), board size (GOVsize), the proportion of managerial ownership
(GOVshare), the proportion of the largest shareholder (GOVconcen), and the proportion of

the institutional shareholders (GOVinst). The variable definitions are presented in Table 3.1

Table 3 Variable Descriptions

This table provides descriptions of the variables. To describe the selection of incentive objects, we construct
the variable MQOP. To construct the profit target difficulty, we first calculate the average annual net profit
growth rate and average ROE of the firm 3 years before the announcement of the equity incentive plan and
use it as the expected annual net profit growth rate and expected ROE, respectively. For firms that use net
profit as a profit target, we use the net profit in the current announcement period as the benchmark and use
this benchmark to calculate the net profit growth rate target. Then, we use (a) the net profit growth rate
(ROE) target for the first exercise of options or unlocking of restricted stocks and (b) the average net profit
growth rate (ROE) target for the first three exercises of options or unlockings of restricted stocks, after
deducting the expected net profit growth rate (ROE), to obtain the target difficulty. To describe the use of
the revenue target, we construct two dummy variables, Revdummy and Revrevise. To construct
organisational strategy, we use six individual variables to proxy for firms’ organisational strategies: (a) the
ratio of R&D spending to sales (Rdrev); (b) the ratio of the marketing (SG&A) expenditure to sales
(Feerev); (c) the ratio of employees to sales (Emrev); (d) employee fluctuation (Emcv); (e) historical
revenue growth measure (Salesgrowth); and (f) capital intensity, which equals net PPE scaled by total assets.

14 Considering that the type Il agency problem is a great concern of researchers in China, we try to add the
separation of the control rights and cash flow rights of actual controllers (Separation) into the model to
control for the effect of the type II agency problem of listed companies on our results. We find that the
variable Separation is very insignificant and has little effect on the coefficients of the other variables. In
addition, Separation has a large number of missing observations. Therefore, we do not include
Separation in our model.
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To maintain consistency with the previous five variables in terms of the direction of interpretation, we take
the negative sign of net PPE scaled by total assets and name this variable Ppeass. Each of the six individual
variables above is ranked by forming five equal-sized groups within each industry-year. Within each
firm-year, the observations with variables in the highest, second-highest, third-highest, fourth-highest, and
lowest group are given a score of 5, 4, 3, 2, and 1, respectively. Then, for each firm-year, we sum the scores
across the six variables and get a variable named STRA_[ such that a firm can receive a score between 6
and 30. The larger (smaller) the score, the more likely the firm’s organisational strategy will display
prospector (defender) characteristics. STRA_3 is constructed on the basis of robustness considerations. First,
the six variables Rdrev, Feerev, Emrev, Emcv, Salesgrowth, and Ppeass are calculated on the basis of the
average value over the past 3 years, and the calculation process is the same as that for STR4_ 1.

Variable IDescription
Dependent variable

MOP

[The proportion of equity granted to top management relative to the total amount

of equity in incentive plans.

Difficulty of the net profit growth rate target for the first exercise of options or
unlocking of restricted stocks / the average net profit growth rate target for
the first three exercises of options or unlockings of restricted stocks.

Difficulty of the ROE target for the first exercise of options or unlocking of
restricted stocks / the average ROE target for the first three exercises of
options or unlockings of restricted stocks.

Indicator variable that equals 1 if the performance evaluation in the equity

DifficultA_1/
DifficultA_3

DifficultB_1/
DifficultB 3

Revdummy incentive plans includes revenue performance targets and 0 otherwise.
Indicator variable that equals 1 if the performance evaluation in the equity
Revrevise incentive plans only includes revenue performance targets or includes

revenue performance targets when the profit targets are lower than the
expected level, and 0 otherwise.

Independent variable
STRA 1/STRA 3 IDiscrete score with values ranging from 6 to 30, where high (low) values indicate
- - prospector (defender) firms.

Control variable

Indicator variable that equals 1 if a firm is in the growth stage of the life cycle

Lifel and 0 otherwise.
. Indicator variable that equals 1 if a firm is in the mature stage of the life cycle
Life2 .
: land 0 otherwise.
cr Industry competition intensity, which is positively correlated with industry
competition.
cT Industry competition type, where high (low) values indicate non-price (price)
competition.
MI [The degree of marketisation in the province where the firm is located.
Indicator variable that equals 1 if a firm is located in the following industries:
. extractive industry; oil industry; metal and nonmetal industry; production and
Regulation o S > .
supply of electricity, gas and water construction industry; transportation and
warehousing industry; information technology industry; and 0 otherwise.
Indicator variable that equals 1 if the actual controller of the listed firm is the
SOE central government, local government, national asset management
committee, or collective and 0 otherwise.
Lnassets Natural logarithm of total assets.
Debt |Asset-liability ratio.
OCF [The ratio of operating cash flow to total assets.
MTB [The ratio of market value to book value.
ROEvolatility [The volatility of ROE, equal to the standard deviation of ROE in the past 3 years.
e [The volatility of RET, equal to the standard deviation of daily stock returns in
RETvolatility .
one¢ accounting year.
. Indicator variable that equals 1 if the firm’s chairman is also the CEO and 0
CEOduality .
otherwise.
GOVsize [The number of directors on the board.
GOVshare [The proportion of managerial ownership.
GOVconcen [The proportion of the largest shareholder.

GOVinst [The proportion of the institutional shareholders.
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3.2.4 Model design

The OLS regression model (1) used to test HI is shown below. Following Gerakos et al.
(2007), all of our independent variables have a one-period lag. The annual fixed effect is
controlled for in the model. To avoid the multiple collinearity of competition intensity C/
and competition type CT, we do not control for the industry fixed effect in the model (Chen
et al., 2014)."> We conduct the clustering process at both the firm and year level in the
regression (Petersen, 2009; Gow et al., 2010). In addition, all of the continuous variables are

winsorised at 1%.

MQP,‘,; = 0o +OC1STRA_1,‘,;_1/STRA_3,',[_] +a2LifeI,-,[_1 +0!3Ll'f62,‘,t_1
+ aaClir.; +asCTiyp g +Z]- ajControl Variablesi .1
+ Year Dummy +¢ ()

The OLS regression model (2) used to test H2 and the logit regression model (3) used
to test H3 are as follows. The dependent variables DifficultA 1, DifficultA_3, DifficultB_1,
and DifficultB_3 are used to test the difficulty of the profit targets. The dependent variables
Revdummy and Revrevise are used to capture the use of revenue targets. We conduct the
clustering process at both the firm and year level in the regression (Petersen, 2009; Gow et

al., 2010). All of the continuous variables are winsorised at 1%.

DifficultA;,/ DifficultB;; =ao+01STRA_1;1.1/STRA_3;.1+oo2Lifel; i +asLife2;,
+ o4Clir1+ asCTi 1 +X j ajControl Variables;.;
+ Year Dummy +¢ 2)
Revdummy;;/ Revrevise;; = a0 +o1STRA_1;11/STRA_3i..1+ozLifel;.; +osLife2; i
+a4Cliv1+ asCTiy g +Zj a;Control Variablesi;.|
+ Year Dummy +¢ 3)

IV. Empirical Results
4.1 Descriptive Statistics and Bivariate Correlations

Table 4 shows the descriptive statistical results for the relevant variables. The mean of
MQP is 0.2128, which shows that the average proportion of equity granted to top
management accounts for 21.28% of the total equity in an incentive plan. The mean of
Regulation is 0.3917, indicating that 39.17% of the sample firms are in regulated industries,
and the mean of SOE is 0.0919, indicating that 9.19% of the sample firms are state-owned.

Table 5 reports the results of the correlation analysis, from which we can see that
organisational strategy (STRA_1 and STRA_3) is negatively correlated with the focus of the
equity incentive (MQP), negatively correlated with the difficulty of the profit objectives

15 Unreported results show that the results remain unchanged after controlling for the fixed effects of the
industry.
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(DifficultA_1, DifficultA_ 3, DifficultB_1, DifficultB_3), and positively correlated with the
use of revenue indicators (Revdummy and Revrevise), all of which are consistent with our

predictions.

Table 4 Descriptive Statistics

This table presents the summary statistics of the key variables used over the period 2009 to 2018. MQOP is the
proportion of equity granted to top management relative to the total amount of equity in incentive plans.
Revdummy equals 1 if the performance evaluation in the equity incentive plans includes revenue performance
targets and O otherwise. Revrevise equals 1 if the performance evaluation in the equity incentive plans only
includes revenue performance targets or includes revenue performance targets when the profit targets are lower
than the expected level, and 0 otherwise. DifficultA 1 / DifficultA_3 is the difficulty of the net profit growth rate
target for the first exercise of options or unlocking of restricted stocks / the average net profit growth rate target
for the first three exercises of options or unlockings of restricted stocks. DifficultB 1 / DifficultB 3 is the
difficulty of the ROE target for the first exercise of options or unlocking of restricted stocks / the average ROE
target for the first three exercises of options or unlockings of restricted stocks. STRA 1 and STRA 3 are discrete
scores with values ranging from 6 to 30 and represent organisation strategy. Life/ equals 1 if a firm is in the
introduction or growth stage of the life cycle and 0 otherwise. Life2 equals 1 if a firm is in the mature stage of the
life cycle and O otherwise. CI represents industry competition intensity and is equal to 1-HHI. CT represents
industry competition type, where high (low) values indicate non-price (price) competition. M/ is the degree of
marketisation in the province where the firm is located. Regulation equals 1 if a firm is located in the following
industries: extractive industry; oil industry; metal and nonmetal industry; production and supply of electricity, gas
and water construction industry; transportation and warehousing industry; information technology industry; and 0
otherwise. SOFE equals 1 if the actual controller of the listed firm is the central government, local government,
national asset management committee, or collective, and 0 otherwise. Lnassets is the natural logarithm of total
assets. Debt is the asset-liability ratio. OCF is the ratio of operating cash flow to total assets. MTB is the ratio of
market value to book value. ROEvolatility equals the standard deviation of ROE in the past 3 years. RETvolatility
equals the standard deviation of daily stock returns in one accounting year. CEOduality equals 1 if the firm’s
chairman is also the CEO and 0 otherwise. GOVsize is the number of directors on the board. GOVshare is the
proportion of managerial ownership. GOVconcen is the proportion of the largest shareholder. GOVinst is the
proportion of the institutional shareholders.

Variable Obs  Mean Std. Min Q1 Median Q3 Max
Deviation

MQP 1353  0.2128 0.2056 0 0.0658 0.1564  0.2964 1

Revdummy 1371 0.2808 0.4496 0 0 0 1 1

Revrevise 1371 0.1780  0.3826 0 0 0 1 1

DifficultA_1 1192 0.8204  9.7607 -36.3969  -0.2271 0.0204  0.3320 262.1935
Difficultd 3 1192 0.3169 5.6031 -36.3803  -0.2245 0.0125 0.2956 98.8704

DifficultB_1 379  -0.0673 0.1187 -0.6272  -0.5184  -0.0388  0.0029 0.2077
DifficultB 3 379  -0.0591 0.1155 -0.6172  -0.1060  -0.0339  0.0075 0.2087
STRA 1 1371 19.2888 3.7964 7 17 19 22 29
STRA 3 901 19.4884  3.8136 8 17 20 22 28
Lifel 1371 0.5770  0.4942 0 0 1 1 1
Life2 1371 03027  0.4596 0 0 0 1 1
CI 1371 09175 0.0528 0.6457  0.9103 0.9306  0.9524 0.9700
CcT 1371 0.0354  0.0242 0.0003  0.0154 0.0347  0.0487 0.1471
MI 1371  8.8769 1.5937 23719  7.9300 9.3500  9.7700  11.1093
Regulation 1371 03917  0.4883 0 0 0 1 1
SOE 1371 0.0919  0.2890 0 0 0 0 1
Lnassets 1371 21.7147 1.1052 19.0778 20.9105 21.5659 223029 26.2371
Debt 1371 0.3488  0.1915 0.0174  0.1914 0.3240  0.4812 1.1031
OCF 1371  0.0211 0.0871 -0.3394  -0.0228 0.0229  0.0708 0.3592
MTB 1371  0.0032  0.0024 0.0002  0.0015 0.0025  0.0041 0.0152
ROEvolatility 1371  0.0762  0.1419 0.0004  0.0211 0.0411  0.0858 2.4882
RETvolatility 1371  0.0358  0.0183 0.0090  0.0247 0.0310  0.0422 0.2405
CEOduality 1371  0.3844  0.4866 0 0 0 1 1
GOVsize 1371  8.3363 1.5984 5 7 9 9 17
GOVshare 1371 0.1917  0.2129 0 0.0027 0.0908  0.3654 0.7351
GOVconcen 1371 20.2877 19.7173 0.0442 03435 19.4029 34.7226 75.0045

GOVinst 1371  3.8925 5.8473 0 0.1781 0.77290 6.1420  55.4900
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4.2 The Influence of Organisational Strategy on the Selection of Incentive
Objects

H1 predicts that compared with defenders, prospectors focus more on motivating

middle managers. Table 6 reports the regression results of model (1).

Table 6 Effect of Organisational Strategy on the Selection of Equity Incentive Objects

This table reports the results of the regression analysis for the effect of organisational strategy on the
selection of equity incentive objects. MQOP is the dependent variable. MQOP is the proportion of equity
granted to top management relative to the total amount of equity in incentive plans. The key independent
variables are STRA 1 and STRA_3. STRA 1 and STRA_3 are discrete scores with values ranging from 6 to
30, where high (low) values indicate prospector (defender) firms. All of our independent variables have a
one-period lag. To avoid the multiple collinearity of competition intensity C/ and competition type C7T, we
do not control for the industry fixed effect in the model. t statistics are presented in parentheses. ***, **,
and * indicate significance at the 1%, 5%, and 10% levels, respectively (two-tailed test).

(1 (2)
MQP MQP
STRA 1 -0.0078***
(-5.4309)
STRA 3 -0.007 1***
(-3.3359)
Lifel -0.0336** -0.0534%**
(-2.4303) (-2.5664)
Life2 -0.0332%* -0.0547*
(-1.9464) (-1.9159)
CcI 0.2451 0.2940
(1.5299) (1.4338)
CT -0.4424%* -0.4788
(-1.6646) (-1.4249)
MI -0.0102%** -0.0127%**
(-2.6353) (-3.0796)
Regulation -0.0232%*** -0.0328***
(-2.7405) (-2.9529)
SOE -0.0403*** -0.0401%**
(-2.7821) (-2.4272)
Lnassets -0.0256*** -0.0274%**
(-2.6403) (-2.4115)
Debt 0.0858%%*%* 0.0478**
(3.2686) (2.1922)
OCF -0.0378 -0.0985
(-0.4739) (-1.1295)
MTB -3.3142 -4.6048
(-0.9611) (-1.4195)
ROEvolatility 0.0198 0.0467
(0.4453) (1.0046)
RETvolatility -0.3145 -1.3148
(-1.6062) (-1.1646)
CEOduality -0.0244* -0.0200
(-1.7184) (-1.5010)
GOVsize -0.0025 -0.0072

(-0.6792) (-1.4291)
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GOVshare -0.0950*** -0.0964**
(-3.2391) (-2.1692)
GOVconcen 0.0003 0.0003
(0.8467) (0.5780)
GOVinst 0.0002 -0.0026*
(0.2277) (-1.9383)
_cons 0.8431%* 0.9448**
(2.4150) (2.1148)
Year Dummy Yes Yes
N 1353 888
adj. R? 0.1006 0.1204

From the results in the first and second columns, we can see that the coefficients of
STRA I and STRA 3 (Coefficient=-0.0078, -0.0071) are both negative and significant at the
1% level. This shows that the proportion of equity granted to top management relative to the
total amount of equity in the incentive plans is lower among prospectors than among
defenders, which means that the proportion of equity granted to middle managers relative to
the total amount of equity is higher in the incentive plans of prospectors than in the
incentive plans of defenders. This result supports the prediction of HI1, namely that
compared with defenders, prospectors focus more on motivating middle managers through
their equity incentive plans.

Regarding the control variables, the coefficients of GOVshare (Coefficient=-0.0950,
-0.0964) are negative and significant at the 1% and 5% levels, respectively, which indicates
that the higher the level of managerial ownership, the more willing firms are to grant their

equity incentive plans to middle managers who have fewer shares.
4.3 The Effect of Organisational Strategy on the Setting of Performance Targets

We propose that organisational strategy not only affects the selection of the objects of
incentive contracts but also the performance targets included in such contracts. H2 predicts
that prospectors are more inclined than defenders to design easier profit performance targets.
H3 predicts that prospectors are more likely to incorporate revenue performance targets into
their performance evaluations for granting equity incentives.

Table 7 reports the results of the regression analysis of model (2). The results in the
first and second columns show that the coefficients of STRA [/ and STRA 3
(Coefficient=-0.2060, -0.3155) are negative and significant at the 10% and 5% levels,
respectively, indicating that the greater the prospector tendency of the organisational strategy,
the less difficult (Difficult A_I) the profit performance target. In the third and fourth
columns, the dependent variable is Difficult A 3, and the coefficients of STRA [ and
STRA 3 (Coefficient=-0.1009, -0.1427) are negative and significant at the 5% level.
Considering that the dependent variables are Difficult B_1 and Difficult B_3, the results of
STRA I are negative but not significant (Coefficient=-0.0007, -0.0006), as shown in



Wang, Zhou, Gao, and Wang

26

(2981°0) #92L°0) (L6L1°0) (s18L°0) (08852~ (1€L0°T°) (9s1L7¢°) (1s6t°¢-)
¥€00°0 12100 $600°0 6£10°0 #%%898L°0" #xE1¥S°0" #x%S6SY 1~ #xxV6£6°0" HOS
(61T’ 1) (sL00°1) (ovLe 1) (1599°1) ($860°0) (€105°0) (Triey'n) 69s1°1)
8S10°0 8L00°0 €810°0 *CP10°0 11+0°0 TSIT°0 £€861°0 SLESO uoyvIn3oy
(+069°0-) (99t0°0-) (€1€5°0°) (L101°0) 9LLET) (€L1T°T) (6€9L°1-) (0686'1-)
r00°0- 2000°0- 7€00°0- $000°0 #%109C°0- #%6681°0" *CE6Y°0- #xC€9€°0- I
(2€50°0-) 00L1°0) (#9L1°0) (099¢°0) (TT97°0-) (L8T'0) (SvL1°0°) (zeo0T0°)
9510°0- €L80°0 1€50°0 9681°0 SY6SC- 816C°C- ovl¢- $968°1- 1D
(9L02°07) (0009°0) (8€20°0) (08$8°0) (1+¥$L°0) (50ST1°0) (#289°0) ($260°0)
9620°0~ 9550°0 ¥€00°0 61600 SOV6'1 10820 ey 0v87°0 D
(s1er'm) (szr1°07) (TLeen) (1$81°0) (188t°0-) (6£0L°07) (TLLO07) (840€°0-)
€100 6100°0- SY10°0 8700°0 Y6£r°0- vLOY 0" ZI91°0- 1€2h°0- zafi7
(10171°1-) (0895°1-) (8501°1-) (0068°1-) (ogze 1) (6061°T-) (€991°1-) (85L0°T-)
ST10°0- 8€€0°0- 1€10°0- %9L£0°0" 6588°0- 6¥95°0- 626C 1~ 1L06°0~ 12417
(bLYST) (6056°1-) (sz81°C) (0L01°2")
#%8€00°0- %6200°0" #xLTPT 0" #%SSTE0" £ VYIS
(6€5t°0-) (6029°0-) ($¥20°C-) (L288°T-)
90000~ L000°0~ #%6001°0" %0900~ [ VYIS
€ gunafiq € gunofiq I gunoyiq 1 gynoyiq € punoiiq € punofiq 1 pynoyia 1 pynoyiq
(8) () ) (<) ) (€) @ D

"(159) pajrey

-0m1) A19AN0adsaI ‘[OA] 2401 PUE 94G ‘04T ) 1 90URDIJTUSIS SJBIIPUT 4 PUR ‘4 y 4 uy "SOSOIUAIRd UT pojuasald ore SO1ISNEIS 1 [OPOW O UT 199JJd PIxXIj Ansnpul oy} I0J [01U0D
jou op am ‘7H 2dK) wonnedwos pue ;) Ansuoyur uonnadwros Jo Ajreaur[[od sidnnur o) proAe o], "Se| porrad-ouo e oAry So[qeLIEA Juopuadopur Ino Jo [y 'SWI (19pudjop)
10309dsoid ojeorpur sonfeA (mof) ySIy 219yMm ‘g€ 03 9 woly SuISuLl SAN[BA M SOI0DS JAIOSIP Ik € YIS PUB | FYLS '€ FYLS PUB [ FYLS 2Ie sajqeLrea juopuddopur Koy
ST "SY00)S PRIOLISAI JO sTuryoorun 10 suondo Jo SOSIOIOX 991} JSIT AY) 10 10318} FOY 9TeIoAR 91} / SYO0IS PIJOINsaI Jo Junjooun 1o suondo Jo 9SI0I0X9 ISy oY) 10J 10318)
JOY Y3 Jo ANOYJIp oY) ST & gynorffiq / [ GHnorffiq "SM001s pR1oLnsal Jo sgurjoorun 1o suondo Jo SOSI0I0XD 9213 ISI1J ) 10J 19318 9161 yimois 11joid jou oFeIdAe oy} / S)00IS
P230113521 JO Sunyooun 1o suordo Jo 9S1019X9 IS11J ) 10J 312318] ).l pMoI3 1jo1d jou oY) Jo ANOUJIP U3 ST € pynonffiq / [ PHnoyjiq “sdjqelrea judpuadop a1e ¢ gynovfficq /
[ gunoyfig pue & pynoyfiq/ | pinoyfi -s1981e) dduewno)rad jiyoad Jo Sunyes oyy uo A393e1)s [euonestue3Io JO 1091J9 ) JOJ S} NS SISA[eu. UOISsaI3a1 a3 sy1odax 9[qe) sy,

$)9818 ], OUBULIOJId J1JO1d JO 3Un)dS 9Y) uo A39)ea)S [euonesiuesiQ Jo 393)A L dqelL



27

Does Organisational Strategy Influence the Design of Equity Incentive Plans?

LSEE0 8L8E°0 S8€€°0 St 0 8€70°0 76100 €400 0010°0 A “fpe
97¢ 6LE 97T 6LE LLL 611 LLL 611 N
SO X SO X SO A SO X SO A SO X SO A SO X %EEﬁQ Jes A
(6€50°20) (Ls6L'1) #91°2) (€169°1) (6L1L’S) (€v€9°¢©) 9res ) (8580°S)
#%6L09°0 +S0TH0 #xP619°0 %S60S°0 ##3x708°0C #xxLEEL6T 90T¥'0T #xxLTHE'9T su0>
(¢6t9°0-) (zeLe o) (L15€°0°) (80£9°0) (€85T'1-) (8L¥L°07) (9266°0-) #91€°0°)
8000°0- £000°0- $000°0- $000°0 £€40°0- SL10°0- ¥L50°0- LETO0- IsUL40D
($050°'1-) (S111°1-) (016T°1-) (0tv81°1-) (092L°0°) (609C°1-) (96L1°'1-) (1LL6'1-)
£000°0~ $000°0- £000°0- $000°0- 1010°0- 8€10°0- 6120°0- #%V670°0- U22U094 0D
(89L1°8-) (8262°9-) (L060°0T-) (L815°97) (66L0°1-) (€TH¥'1-) (995¢°1-) (189L°1-)
#%x9190°0- #%%9801°0- #%%£090°0- #%%6601°0" 116v°1- $910°1- 99%0 - *986L°C 240YSA 0D
(LSSL0) (8660°1) (8L86°0) (s€65°0) (LS66'T-) (6€19°1-) (se€1'T) (1999°1-)
120070 6200°0 82000 8100°0 #%ST6T 0" LT0T 0" #%6LS€°0" #SSST0- 22151 0D
(#9€0°0-) (0L68°0-) (8100°0) (8%80°C-) (90L5°0°) (0s6t°0-) (€292°0) (29sT1°0)
+000°0- $800°0- 0000°0 #x€210°0" 6TC1°0- €260°0- L8970 $L01°0 AonpOID
(8cze' ) (€s2€°0) (Tso1'1) (€L65°07) (L£68°0) (6200°9-) (8190°1) (19t+2°0°)
08St'C €1LY 0" 9TLTT 1€96°0- 0S05°S8 #xx1595°9- 0099°75T 8IILT- AuDIoALTY
(15€5+) (8€L9°L7) (T180°4-) (e8tT'L) (89LT°1-) (9556°0-) (6080°0-) (0011°0°)
#xxSYLT 0" #%%89€€°0" ##%L€9T0" #xx9 10" 16L8'1- 6L89°'T- ¥8C1°0- T621°0- AnuvjoagOq
(9808°'1-) (9+07°0-) (0865°1-) (9€0L°0) (IvLT1-) (To9t'1-) (60Lt°0-) (08L7°0°)
%0S09'9- 0¥0S°0- SET6'S- 10S8°1- 106L'T61- 8TLEVET- 8TLY'LIT- 6SLL Y- qain
(998%°0) ($295°1-) (8091°0-) 6st'T-) (L80L°0°) (s€6L°07) (1€24°0°) ($159°0°)
S0£0°0- ¥$60°0- 6L00°0- wxLL11°0" 8€80°C- 1SY6°1- £v90°C- 9019°C- 400
(890%°1) (09¢€¥) (885¢0) ($+85°9) (F£55°0) (¢€01°0) (9€60°0-) (690°0)
01600 #%x9S8T1°0 #xPPET0 #2xxL1€T0 Tr8L0 210 16€1°0- 6780°0 1920
(628L°¢-) (zr6T€-) e (oz1v'¢-) (z8€8°+-) (£606°¢€-) (0188°1-) (I€19't-)
#%%8€C0°0- #x% 17C0°0" #%%L8C0°0- #%%00€0°0" #%%9S0L°0- #%%8709°0- %60L9°0~ wxxEVTL 0" spassouy



28 Wang, Zhou, Gao, and Wang

columns 5 and 7. The results for STRA 3 are significant at the 10% and 5% levels
(Coefficient=-0.0029, Coefficient=-0.0038, respectively), as shown in columns 6 and 8.

The above results provide strong support for H2, which predicts that prospectors set
less difficult profit performance targets than defenders. However, it is noteworthy that
Abernethy et al. (2015) found that the weaker the corporate governance, the easier the profit
targets (measured by EPS growth rate) that self-interested CEOs set for equity incentive
plans. Although we control for corporate governance variables in our analyses, to further
illustrate that the difficulty of the profit target is affected by the type of strategy, we alleviate
the alternative explanation of the agency problem in the supplementary analysis.

Table 8 reports the results of the regression analysis of model (3). Two dummy
variables are used to reflect the use of revenue performance targets. First, we use Revdummy
to measure whether a firm includes revenue performance targets in its equity incentive plan.
To better reflect the importance of revenue measures to a firm, we construct a variable
Revrevise, which equals 1 when the firm uses the revenue target alone or when the profit
target is loose (i.e. DifficultA or DifficultB is less than 0) and the firm uses the revenue target
as a supplementary measure, and 0 otherwise. The first and second columns report the
results of the Revdummy test. The coefficient of STRA [ in the first column is positive but
not significant (Coefficient=0.0165), while the coefficient of STRA 3 (Coefficient = 0.0397)
is significant and positive at the 1% level. The third and fourth columns report the test
results for Revrevise. The coefficients of STRA_ I and STRA_3 are significant and positive at
the 10% and 1% levels, respectively (Coefficient = 0.0390, 0.0813).

These results support H3, which predicts that compared with defenders, prospectors are
more likely to include revenue performance targets in their equity incentive plans, especially
when the profit performance target is easily achievable. Therefore, the equity incentive plans
with easily achievable profit performance targets are not entirely welfare oriented because
they also want to encourage employees to improve their performance. Regarding the control
variables, industry competition intensity C7 is significantly positive in the first and second
columns (Coefficient= 6.3128, P<0.01; Coefficient= 3.0781, P<0.1), indicating that the
more non-price competition there is in the market, the more attention the firm pays to
revenue targets, whereas when price competition is high, firms are more willing to pursue

current profits and tend to pay more attention to profit targets.

Table 8 Effect of Organisational Strategy on the Setting of Revenue Performance Targets

This table reports the regression analysis results for the effect of organisational strategy on the setting of
revenue performance targets. Revdummy and Revrevise are the dependent variables. Revdummy equals 1 if
the performance evaluation in the equity incentive plans includes revenue targets and 0 otherwise. Revrevise
equals 1 if the performance evaluation in the equity incentive plans only includes revenue targets or
includes revenue targets when the profit targets are lower than the expected level, and 0 otherwise. The key
independent variables are STRA 1 and STRA 3. STRA 1 and STRA 3 are discrete scores with values
ranging from 6 to 30, where high (low) values indicate prospector (defender) firms. All of our independent
variables have a one-period lag. To avoid the multiple collinearity of competition intensity C/ and
competition type CT, we do not control for the industry fixed effect in the model. z statistics are presented
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in parentheses. ***, ** and * indicate significance at the 1%, 5%, and 10% levels, respectively (two-tailed

test).
(1 2 3) “
Revdummy Revdummy Revrevise Revrevise
STRA 1 0.0165 0.0390*
(0.9352) (1.7171)
STRA 3 0.0397*** 0.0813***
(2.6814) (3.1280)
Lifel -0.0499 -0.3015%* -0.1303 -0.3828#**
(-0.2519) (-2.3207) (-1.1897) (-2.8720)
Life2 -0.1196 -0.1596 -0.2449 -0.3070
(-0.4586) (-0.7422) (-1.1072) (-1.6011)
CI 0.8428 1.0483 3.4914 5.1988**
(0.4316) (0.5944) (1.4281) (2.1206)
CcT 6.3128%** 3.0781* 4.6689 2.4822
(4.6207) (1.7010) (1.5848) (0.8505)
MI -0.0178 -0.0264 -0.0271 -0.0393
(-0.3580) (-0.4464) (-0.5432) (-0.6504)
Regulation -0.2410** -0.2426 -0.1703* -0.2443**
(-1.9865) (-1.3815) (-1.7382) (-1.9699)
SOE -0.2469 -0.1821 -0.3110 -0.0945
(-0.7892) (-0.5431) (-0.8691) (-0.2263)
Lnassets -0.0033 0.0273 0.0118 -0.0354
(-0.0353) (0.2112) (0.0949) (-0.1962)
Debt -0.6661 -0.7329 0.1345 0.1220
(-1.5231) (-0.9680) (0.3255) (0.1353)
OCF 0.5228 0.6423 1.9570** 1.4971
(0.3947) (0.4024) (2.0623) (1.0642)
MTB -6.0317 -6.5189 39.3365 16.9459
(-0.2398) (-0.1422) (1.4185) (0.2870)
ROEvolatility -0.7724** -1.7991* -1.1388 -1.9492
(-2.0564) (-1.9281) (-1.4605) (-1.4423)
RETvolatility 1.5197 -4.5411 4.0915 6.7368
(0.5454) (-0.3410) (0.9346) (0.5656)
CEOduality 0.1831 0.0378 0.2050 0.1457
(1.2479) (0.2077) (0.8681) (0.5262)
GOVsize 0.0078 -0.0065 -0.0062 -0.0055
(0.2253) (-0.1341) (-0.2135) (-0.1421)
GOVshare 0.0684 0.1820 0.3546 0.5756
(0.2327) (0.5423) (0.9282) (1.2417)
GOVconcen 0.0032 0.0058 -0.0051 -0.0022
(0.4824) (1.0117) (-0.5982) (-0.2093)
GOVinst -0.0017 -0.0035 0.0318*** 0.0348***
(-0.2514) (-0.2783) (3.8218) (3.0973)
_cons -1.5091 -2.2633 -5.4043 -6.5598
(-0.4473) (-0.5895) (-1.1765) (-1.1893)
Year Dummy Yes Yes Yes Yes
N 1371 901 1350 901
pseudo R? 0.0452 0.0459 0.0729 0.0819
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V. Supplementary Analysis and Robustness Test
5.1 Tests on the Alternative Explanation of CEO Power Theory

A previous study showed that firms with a serious agency problem that implement
equity incentive plans are more likely to do so for welfare reasons (Lu et al., 2011). In China,
where the imperfect governance structure makes it difficult to supervise managers,
managers use equity incentives to seek benefits. Thus, the equity incentives are affected by
the agency problem, which is consistent with CEO power theory (Lu et al., 2011; Xiao et al.,
2013). Bebchuk and Fried (2005) find that powerful CEOs exert pressure on boards of
directors to set easily achievable performance targets. Abernethy et al. (2015) find that the
greater the power of a CEO, the lower the difficulty of the profit performance targets
included in the equity incentive plans. A previous study shows that prospectors tend to
attract CEOs who are well connected and have greater social capital (Abernethy et al., 2019),
which means that CEOs in prospectors could have more power when making decisions than
CEOs in defenders. From this perspective, compared with managers in defenders, managers
in prospectors could have a greater impact on the performance target setting process, and
they could set lower profit targets to reduce their own risks more easily. Thus, the empirical
finding in our paper which show that prospectors are more likely to set lower profit
performance targets could also be driven by the agency problem arising from
prospector-characterised organisational strategies rather than by the need to implement
organisational strategy. To alleviate the alternative explanation of CEO power theory and
prove the importance of organisational strategy in designing the difficulty of performance

targets, we conduct three supplementary tests.
5.1.1 Subsample test of high CEO power vs. low CEO power

If the effect of organisational strategy on the design of equity incentive plans is due to
the agency problem, then the negative effect of organisational strategy on the difficulty of
the profit target should be more salient in the subsample with weak corporate governance
and high-power managers. Following Abernethy et al. (2015), we employ principle
component analysis (PCA) to create a comprehensive managerial power variable CEOpower-.
Specifically, we combine the corporate governance variables CEOduality, GOVsize,
GOVshare, GOVconcen, and GOVinst into a one-dimensional index, which is named as
CEOpower.'® The larger the CEOpower, the worse the corporate governance and the more

power the managers have. The sample is divided into two groups according to the degree of

16 Prior literature shows that CEQ’s power is usually positively correlated with CEOduality and GOVshare
and negatively correlated with GOVsize, GOVconcen, and GOVinst (e.g. see Abernethy et al., 2015). To
maintain consistency with CEO’s power and the five attributes in terms of the direction of interpretation,
we take the negative value of GOVsize, GOVconcen, and GOVinst and combine them with CEOduality
and GOVshare to get the first principal component, that is, the variable CEOpower-.
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the managers’ power. Model (2) is used for this test, and on the basis of the sample size
consideration, we use Difficult A 1 and Difficult A 3 as the profit target difficulty variables.
Table 9 shows the results of the subsample tests. The results show that in all four
combinations of firm target difficulty (Difficult A _1/Difficult A _3) and firm strategy
(STRA_1/STRA_3), the coefficients of strategy in the Low CEOpower group are negative
and significant, while in the High CEOpower group, the coefficients of strategy are negative
but not significant. The first, third, fifth, and seventh columns report the regression results
using the Low CEOpower sample. The coefficients of STRA [ in the first and fifth columns
(Coefficient=-0.2048, -0.1166) and the coefficients of STRA 3 in the third and seventh
columns (Coefficient= -0.2613, -0.1537) are all significantly negative at the 5% level. The
second, fourth, sixth, and eighth columns report the regression results using the High
CEOpower sample. The coefficients of strategy (Coefficient= -0.2329, -0.3385, -0.0954,
-0.0982, respectively) in these four columns are negative but not significant. The combined
results indicate that the negative effect of prospector-characterised organisational strategies
on the difficulty of the profit target mainly occurs in firms with low CEO power and weak

governance, which is inconsistent with the alternative explanation of CEO power theory.
5.1.2 Subsample test of before deregulation vs. after deregulation

On 13 July 2016, the CSRC issued a new version of “Measures for the Administration
of Equity Incentives of Listed Companies”. In this new version, the CSRC relaxed the
mandatory requirements regarding the design of performance targets. Specifically, listed
firms are no longer required to set performance targets that must be positive and not lower
than the firm’s historical average level; instead, they only need to disclose the rationality
analysis for the performance targets. This deregulation of performance targets gives
powerful CEOs more discretion in setting performance targets. Thus, if the CEO power
theory holds, compared to the pre-deregulation period, CEOs should have more possibilities
to set achievable performance targets to seek their own benefits in the post-deregulation
period, which means the negative relationship between organisational strategy and target
difficulty should be stronger after the deregulation. In Table 10, we use Model (2) to analyse
the relationship between organisational strategy and target difficulty before and after
deregulation, respectively.

We divide the sample into two groups: In the Before Deregulation group, we use the
sample from 2009 to 2016; in the After Deregulation group, we use the sample from 2017 to
2018. Considering the sample size, we use Difficult A_I and Difficult A 3 as the profit target
difficulty variables. The results in Table 10 show that in all four combinations of firm target
difficulty (Difficult A_1/Difficult A 3) and firm strategy (STRA_1/STRA_3), the coefficients
of strategy in the Before Deregulation group are negative and significant, while in the After
Deregulation group, the coefficients of strategy are also negative but not significant. The

first, third, fifth, and seventh columns report the regression results for the pre-deregulation



Wang, Zhou, Gao, and Wang

32

(6,88°0) (r€zo'1-) (61€8°07) (0,88°0) (sezri-) (F8+¥'1-) (5€80°1-) (ovsz1-)
vSSS T~ 96150~ LOLTT- 9L8€°0" 1LST°C- 16€6°0- 1v48°1- £€569°0- 408
(¢810°0-) (966%°0-) (618%°0) (8+%9°0-) (010L°0) (8€L8°07) (To11°1) (L896°0-)
¥€20°0- LYYT 0~ 9€1€0 €€ST0- [{34N! 6€L9°0" 81T 7809°0- uoyDINSY
(F2L1°0°) (8001°2) (Iv1L°07) (ogL'1-) (88¥€°0°) (0+69°1-) (8¢+8°0-) (reLy'1-)
590°0- #%0S9C°0- LILTO- +V8LT°0 LT8T°0~ £9105°0- 6h7€ 0~ 6TS€°0- N
(8+S°0) (12€8°0°) (z011°0) (Ls9r1°1-) (9515°0) (0968°0-) (122°0) (L110°1-)
Y6ELL G88L'8" 8TYL0 T020° 11~ €5€T'6 8T6T'81- SST8'1 8869°LI- 10
(€€16°0) (L961°0°) (8L10°T) (¥61L07) (r1€0°T) (9899°0-) (0590°'1) (1eert-)
9€6£°9 6LL90- 1¥29°¢ 1168°1- 8GLEET L9SE - 065S°S SEITS- D
(€615°0) (98%L°1-) (Craza)] (LS09°1-) (¥96L°0) (0gs+'1-) (S+v9°0) O1t5°1-)
€YTL0 «E€81°'T- TLITO 8668°0- ¥STST L900°C- 8IIE'T L8OL'T- zofiT
(2190°0-) (5L91°T) (¥0T1°0°) (T18+°1-) (Ivs1°0°) (LoLs'1-) (0£50°0-) L9z 1)
9090°0- #x9€TH'T- $8L0°0" 7058°0- vL61°0" 9€L0°C- 90%0°0- eI 1217
(6T2L07) (€92v'T) (0L91°1-) (r155°C)
7860°0- #+LEST 0" S8EE°0- #+€£192°0- £ VYULS
(€sL117) (¥821°7) (6s€2°1-) (6€€1°T)
¥$60°0- #+9911°0- 62€T0- ++8Y0C0- [ VYIS
damodg) YSIH 4amodpg) Mo JamodOg) YSIH Jamod)g) moT JomodOq) YSIH JLomodO) moT JLomodOF) YSIH JLomod)F) MO
(8) 03 (9) () () (©) (@ (D
¢y ¢ pimoyfiq I pymofia I pimoyfiq

*(359) pafIE)-0Mm3) A[oATIORdSAT ‘S[OAJ] %0 PUB ‘%G ‘0T oU) J& 90URdTuSIS
QJBOIPUI 4 PUE 4y ‘444 "SOSOYIUAILd UT POJUASaId Q1€ SONSIIE)S } “[OPOUT O UI JO9JJd PAXIJ ANSNpUI oY) J0J [0I)U0D J0U 0p am ‘1) adK) monnadwos pue 1) Aysusiur uonnedwod
jo Ayresurjod opdnnwt 9y} proAe o] -Se| porad-ouo e Ay s9[qeLreA juopuadapul Ino Jo [y “omodpx) YSIH lopun sjnsar uoissaidar oy judsaid (8) pue ‘(9) ‘(v) ()
SUWN[09 J[IYM “Lomod) MOT Idpun s} nsal uoissaIFar ayp Judsaxd (1) pue (S) “(¢) (1) suwnjo) ‘sisAJeue ejep 10j y3noud jou si sojduwresqns oy} ul SUONJBAIISQO JO I2qUINU A}
osneodq sa[qerrea Juapuadop se & gynoyffig pue | ginorffi(g 9sn 10U op 9\ ‘sd[qeLrea Juopuadop oy se & pynoyffig pue | pimoffiq 9sn o\ 1omod s1ofeurul o) JO 90UI[BA
oy} 03 Surp10doe sdnoi3 om) ojul papIAIp St o[dwes Y], "dALY sIoSeurw Ay} Jomod d10W Y} PuB dUBUIIA0S 21e10dI0d O} 9SI0M ) “Lamod) oy} 1931e] ], “Lomod))
oqerrea 1omod [erraSeurtr AISULYRIdWIOD B JONIISUOD 0} ISUl ()LD PUR ‘UIIU0IAOD) ‘DIDYSAOD DZISAQD ‘CpnpOF) SI[QRIIBA JOUBUIIA0S 91e10dI00 ) 9N d A\ "90U[BA SEBY
1omod OFD a10ym sojdwesqns JUAISNJIP ul s}o31e) doueur1031ad Jyoid Jo Sumes oY) uo A39ens [euonesiuedIo Jo 10939 Y 10J S} NS SISA[eue UOIssaI3a1 oy suodax 9[qes siy [,

$193.18 ], 9dUBULIOLIdJ }1JO1d JO SUNIIS 9Y) U0 A3d)eN)S [BUONBSIUBSI() JO JIIPYH dY) Ul JoMod QD JO [0y SUNBIIPOIA 6 dIqeL



33

Does Organisational Strategy Influence the Design of Equity Incentive Plans?

TLO0'0" 8%80°0 6000~ 11L0°0 05000 9190°0 8C10°0- 7050°0 - "fpe
6C¢ Shy 79¢ 0€9 6C¢ 1347 79¢ 0€9 N
SOX SO SOX SOX SOX SOX SOA SOX Awwun(g 1e9

(8¥20°'1) (6£68°7) (86¥¥'0) (8T¥TE) (9620°0) (962L°0) (065¥°2) (8101°¢)

7805°1C #4% 150V VT #+LT19°0T #%%090C°0C 6016C #4%L€99°LE ##8911HC #%%5L68°0€ SU0D
(955€°0) (6s6L'1-) ($5£9°0) (9¢5$°1-) (6T 0-) (1925°1-) (s€01°0) (IvL1°17)
9€80°0 £00L0°0" LSS00 91+0°0~ Iv120- 8€80°0- 8€10°0 vEv0°0- 1SULL0D

(se8¢'D) (182°1-) (evieD) (0820°C-) (6990°1) (8618°1-) (£095°1) (¥SLST)

S610°0 6120°0- LTT0°0 #%LYC0°0" LOLO0 £99t0°0- vEv0°0 #%2050°0- U22U0 4 0D

(1zey'1-) (€697°0) (6021 (0zTe o) (svse1-) (PLEY0) (819¢°1-) €T 1)

€780°¢- 889€°0 v6ST T LT 0" 71009 ¥€76°0" 7558 1889°1- 240YSA 0D

(8659°1-) (¢v66°0-) (85€0°2°) (8255°07) (ov6t'1-) (0L60°1-) (0zv0°T) (L609°0-)

£69t9°0- €LITO0" #x9Y0t°0- €050°0- 7601~ 92020~ #%86¥5°0" £980°0- 221S40H

(959¢°0) (0170 (1L5€°0) (1s¥¥°0-) (9068°0) (9t60°1-) (YL18°0) (0ser'1-)

S¥8S°0 ¥6L0°0- ¥697°0 80€1°0- 6Erh'T LO8S 0" €TEC'T 87€9°0- GnonpogD

(€8L°0) (60L1°0) (9881°1-) (svze0) (S196°0) (Ls6L0) (sz07°0-) (0v96°0)

7096°T61 66T€°9 SPE6°01- LY06'Y 8188695 91689t 1896°¢- 1¥48°ST Gyuvjoa gy
(Ts¥6°0) (00$9°1-) (2986'0) (z6TL'1-) (1v0€°0) (€8€1°0) (0L97°0) (¥900°0)

0vL6TT £0269°C LSEY'L £0£99°C S108°S LSOO 99%6'C 1020°0 Gnumwjoagoy
(8¢5°0-) (000L°1-) (¥119°0-) (0099°1-) (L680°0) (LzsTt-) (ovzr10) Ly 1-)

¥L60°01C- «119%°06T €EE6'ETI- +80TH 01T TTISOL 8I86°LI¢- 00€€°CS LLTE 661~ qIn
(S69%°1-) (0T1°0) (€685°1-) (¥150°0) (L8sT'1-) (£585°0) (109%'1-) (zs6v0)

¥698°6- LE6TO €810°6- 71600 0€8¢°T1- €8YT'T €S16°L" 018¢'T 400

(Yzeen) (LLTL07) (SvLTD) (LL9g'1-) (£809°0) (¥290°1-) (ze90'1) (g65€°1-)
166€°€ 8€0¢'T- IS¥1°C $996°1- SILY'T TLELT TETeT €rI8'T 195q

(F10¥°1-) (1screr) (zszee) ($961°C-) (009t°0-) (8.86'1-) (reoTTr) (12807
ISP1°1- #%1L59°0" #%C008°0" #x9615°0" 2019°0- #%LT08°0" #x9158°0" #%CLEY0" spassvU]



34 Wang, Zhou, Gao, and Wang

period. The coefficients of STRA I in the first and fifth columns (Coefficient=-0.1714,
-0.1097) are significantly negative at the 5% and 1% levels, respectively, and the
coefficients of STRA_3 in the third and seventh columns (Coefficient= -0.2682, -0.1693) are
both significantly negative at the 1% level. The second, fourth, sixth, and eighth columns
report the regression results for the post-deregulation period. The coefficients of strategy
(Coefficient=-0.3045, -0.4286, -0.1072, -0.1093, respectively) in these four columns are
negative but not significant. The combined results indicate that the negative effects of
prospector-characterised organisational strategies on target difficulty are stronger before the
deregulation of performance target difficulty rather than after the deregulation, which is

inconsistent with the alternative explanation of the CEO power theory.
5.1.3 The effect of implementing an equity incentive plan on firm performance

On the basis of optimal contract theory, we propose that the design of equity incentive
plans should be guided by organisational strategy. In other words, implementing an
appropriate equity incentive plan could support organisational strategy and increase firm
performance. According to optimal contract theory, before the CSRC’s deregulation of
performance target requirements in equity incentive plans in 2016, the mandatory
requirements of performance targets could have made firms deviate from their optimal
operation status and resulted in inferior firm performance. However, after the deregulation,
without the mandatory requirements stipulated by the CSRC, firms could set optimal
performance targets to implement an organisational strategy based on efficiency, thereby
achieving superior firm performance. Therefore, in order to further prove that our main
results are driven by optimal contract theory rather than CEO power theory, we use the
deregulation introduced by the CSRC in 2016 as an exogenous shock to examine whether
implementing equity incentive plans has different effects on firm performance before and
after the deregulation. Specifically, we are interested in whether, compared with
implementing equity incentive plans before the deregulation, implementing equity incentive
plans after the deregulation leads to higher firm performance. To examine this issue, we
adopt the difference-in-differences (DID) model and provide data analyses below.

Since a policy shock is exogenous and impacted firms are limited, when a policy shock
comes, some firms are affected by the policy (treatment group) and some are not (control
group). The DID model can control for systematic differences between a treatment group
and a control group through comparing average changes in outcomes between the two
groups over time and test the implementation effect of a policy.

In our paper, the treatment (control) group contains firms who implemented (did not
implement) equity incentive plans during the period 2009 to 2018. In order to ensure the
comparability between the treatment group and the control group, we follow Rosenbaum
and Rubin (1983), use the PSM method to calculate the propensity score of each sample,

take the treatment group as the benchmark, and match firms who implemented equity
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incentive plans with firms who did not one by one to form the control group according to
propensity scores. When choosing variables for calculating the propensity scores, we first
consider variables which could represent firms’ financial characteristics. We include the
natural logarithm of total assets (Lnassets); the asset-liability ratio (Debt); cash paid for the
acquisition and construction of fixed assets, intangible assets, and other long-term assets
divided by total assets (/nvt); the growth rate of revenue (Growth); and a year dummy.
Second, we consider corporate governance variables, which include the type of firm
ownership (SOE), whether the firm’s chairman is also the CEO (CEOduality), and board
size (GOVsize). Considering that equity incentive plans may be implemented at any time
during the year, we use variables with a one-period lag to complete the matching process.
We conduct the propensity score matching process using one-to-one matching without
replacement and get 1,323 observations in the treatment group and 1,323 observations in the
control group, respectively. After dropping observations with missing variables, the total

number of samples is 2,465. The DID model is shown below.

Tobin’s Q i1 = ao+ a1Deregulation;,+ axTreat;;+ azDeregulation; x Treat;,

+ XjajControl Variables; ., + Year Dummy
+ Industry Dummy + ¢ “4)

We use Tobin’s Q as the dependent variable to measure firm performance. We use
Deregulation, a dummy variable, to identify whether firms implemented equity incentive
plans after the deregulation: Specifically, if the firm year is 2017 or 2018, Deregulation
equals 1; otherwise Deregulation equals 0. Treat is a dummy variable for identifying the
treatment group and the control group; specifically, Treat equals 1 if the samples are in the
treatment group and 0 otherwise. All of our control variables have a one-period lag. We
control for the natural logarithm of total assets (Lnassets); the asset-liability ratio (Debt);
cash paid for the acquisition and construction of fixed assets, intangible assets, and other
long-term assets divided by total assets (/nvf); the growth rate of revenue (Growth); the
degree of marketisation of the area in which the firm is located (MI); the ratio of market
value to book value (MTB); the type of firm ownership (SOE); whether the firm’s chairman
is also the CEO (CEOduality); and board size (GOVsize). The annual fixed effect and the
industry fixed effect are controlled for in the model.

Table 11 reports the results of the regression analysis of model (4). In the first column,
the coefficient of Treat (Coefficient=0.0929) is positive and significant at the 10% level,
indicating that implementing equity incentive plans has a positive impact on firm
performance. In the second column, the coefficient of Deregulation*Treat
(Coefficient=0.1488) is significant and positive at the 10% level, which indicates that after
the deregulation, implementing equity incentive plans has a stronger positive effect on firm

performance compared with before the deregulation. In summary, these findings further
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prove that our empirical results are consistent with optimal contract theory: that is, the
design of the management control system aims to ensure the implementation of the

organisational strategy.

Table 11 Effect of Implementing Equity Incentive Plans on Firm Performance

This table reports the regression analysis results for the effect of implementing equity incentive plans on
firm performance. Tobin’s Q is the dependent variable. Deregulation equals 1 if the firm year is 2017 or
2018, and 0 otherwise. Treat equals 1 if the samples are in the treatment group and 0 otherwise. Lnassets is
the natural logarithm of total assets. Debt is the asset-liability ratio. Invt is cash paid for the acquisition and
construction of fixed assets, intangible assets, and other long-term assets divided by total assets. Growth is
the growth rate of revenue. M/ is the degree of marketisation of the area in which the firm is located. MTB
is the ratio of market value to book value. SOE is the type of firm ownership. CEOduality indicates whether
the firm’s chairman is also the CEO. GOVsize represents board size (GOVsize). All of our control variables
have a one-period lag. t statistics are presented in parentheses. ***, ** and * indicate significance at the
1%, 5%, and 10% levels, respectively (two-tailed test).

) 2
Tobin’s O Tobin’s O
Treat 0.0929* 0.0227
(1.6601) (0.2865)
Deregulation -0.2072%**
(-2.6960)
TreatX Deregulation 0.1488*
(1.7131)
Lnassets -0.1958*** -0.1959%**
(-3.9898) (-3.9756)
Debt 0.8230%* 0.8178*
(1.8272) (1.7992)
Invt -0.3008 -0.3190
(-0.7090) (-0.7539)
Growth 0.0436%** 0.0435%**
(2.9465) (2.8678)
MI -0.0473* -0.0383
(-1.8265) (-1.4080)
MTB 795.2162%** 794.8871%**
(14.2609) (14.2704)
SOE 0.0646 0.0526
(1.1779) (0.9588)
CEOduality -0.0092 -0.0163
(-0.1783) (-0.3167)
GOVsize 0.0015 -0.0006
(0.0835) (-0.0331)
_cons 5.1356%** 5.1923%***
(4.6491) (4.7070)
Year Dummy Yes Yes
Industry Dummy Yes Yes
N 2465 2465
adj. R? 0.7887 0.7874
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5.2 Dealing with Endogeneity

All of the above results alleviate the alternative explanation of CEO power theory.
However, it is still not enough to demonstrate that the design of equity incentive plans is
driven by the need to implement organisational strategy. Although we control for some
variables which could capture observable confounds, there could be other unobservable
confounding factors that relate to both firm strategy and the design of equity incentive plans
(e.g. CEO traits; Van den Steen, 2018) that bias the results.

To control for endogeneity and selection bias, we follow Maddala (1983) by using the
treatment effect model. This model is appropriate in our setting because it corrects for
biased estimates that result from a non-random treatment effect. In the first stage, we model
the selection of prospectors versus defenders by estimating a probit selection model using
variables that reflect observable characteristics related to strategy type. Specifically,
Prospector 1 and Prospector 3 are dependent variables. Prospector I (Prospector 3)
equals 1 if a firm’s strategy variable STRA [ (STRA_3) is higher than the mean of the
industry and 0 otherwise. Independent variables include the degree of marketisation in the
province where the firm is located (MI), the natural logarithm of total assets (Lnassets),
firm’s listed years (Listyear), industry competition intensity (CI), life cycle variables (Lifel
and Life2), CEO’s tenure (Tenure), CEO’s age (Age), and CEO’s education level (Degree).
Following Lian and He (2015), Degree is measured on the basis of the highest education
level obtained by the CEO (1 = Technical secondary school degree, 2 = College degree, 3 =
Bachelor’s degree, 4 = Master’s degree, 5 = Doctoral degree).

In the second stage, we impose exclusion restrictions on MI, Lnassets, Listyear, CI,
Lifel, Life, Tenure, Age, and Degree, which are shown in the first-stage model. Instead of
influencing the design of equity incentive plans directly, prior studies show that M/ has a
more direct impact on firm strategy: that is, firms in provinces with higher M/ often tend to
adopt a defender strategy (Higgins et al., 2015; Meng et al., 2018). Specifically, in
provinces with higher M/, the market economic system is established earlier, the support
from national policy is stronger, and market maturity is higher. In such a market
environment, listed companies often go through a long period of development, so that their
business patterns are relatively stable. Market development and product development need
to break through original business patterns and will lead to high-level opportunity costs for
these firms. Therefore, firms in provinces with higher MI often tend to adopt a defender
strategy. On the contrary, in provinces with lower M/, the market economic system is
established late, the support from national policy is weaker, and market maturity is lower. In
such a market environment, companies need to constantly seek new products and market
opportunities to adapt to the rapidly changing market environment (Meng et al., 2018), and
as a result, firms in provinces with lower MI often tend to adopt a prospector strategy. The

reason why Lnassets, Listyear, Lifel, and Life are excluded from the second-stage model is
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similar to the reason for excluding MI, namely, all these variables have more direct impacts
on firm strategy. Specifically, on the basis of prior discussions, larger scale firms often have
more resources and are not afraid of bearing opportunity costs to seek diverse
product-market portfolios; therefore, they are more likely to adopt a prospector strategy. In
addition, the longer the period of development firms have gone through or the more mature
the firms’ life cycle stages are, the less willing these firms are to break through original
business patterns, which means they are more likely to adopt a defender strategy. The reason
why CI is excluded from the second-stage model is that CI represents the degree of industry
competition and prior literature shows that instead of influencing the design of equity
incentive plans directly, CI has a more direct impact on firm strategy (Zhu and Gan, 2015).
The reason why CEO’s characteristics, including Tenure, Age, and Degree, are excluded
from the second-stage model is that CEO’s characteristics have direct impacts on firm
strategy (Lian and He, 2015) rather than the design of equity incentive plans.

In the second stage, we include the inverse Mills ratio (Lamda) in all of our regressions
testing the effects of firm strategy on the design of equity incentive plans, and we control for
industry competition type (CT), regulated industry (Regulation), nature of firm (SOE), the
asset-liability ratio (Debf), the ratio of operating cash flow to total assets (OCF), the ratio of
market value to book value (MTB), the standard deviation of ROE in the past 3 years
(ROEvolatility), the standard deviation of daily stock returns in one accounting year
(RETvolatility), CEO duality (CEOduality), the number of directors on the board (GOVsize),
the proportion of managerial ownership (GOVshare), the proportion of the largest
shareholder (GOVconcen), and the proportion of institutional shareholders (GOVinst). All of
our independent variables have a one-period lag.

To avoid the multiple collinearity of competition intensity C/ and competition type C7,
we do not control for the industry fixed effect in models 5 and 6. The first probit model is

shown as model (5), and the general form of the second-stage model is shown as model (6):

Prospector_1;, /Prospector 3;,= ao+o1 Ml ;;+as Lnassets ; +az Listyear i,
+o4 CI ; FosLifel;+asLife2;;+aq Tenure i,
+ag Age i +o9 Degree i+ Year Dummy +¢ ®)]
Dependent Variables; = oo+ axProspector _1;,.1 [Prospector 3;,.1+ax Lamda
+%.j ajControl Variables;.; + Year Dummy +¢ (6)

Table 12 shows the results of the regression analysis of model (5). The results in both
columns indicate that the higher the level of Lnasset, Tenure, or Degree or the lower the
level of Age, the more likely firms are to adopt prospector strategies. The influences of the
other independent variables are not significant. We then use the parameters from the

first-stage selection model to compute an inverse Mills ratio.
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Table 12 Probit Results from Estimation of the First-Stage Model

This table reports the probit results from the estimation of the first-stage model. Prospector 1 and
Prospector_3 are the dependent variables. Prospector_1 (Prospector 3) equals 1 if the firm strategy
variable STRA_1 (STRA_3) is higher than the mean of the industry and 0 otherwise. MI is the degree of
marketisation in the province where the firm is located. Lnassets is the natural logarithm of total assets.
Listyear is the firm’s listed years. CI represents industry competition intensity and equals 1- HHI. Lifel
equals 1 if a firm is in the introduction or growth stage of the life cycle and 0 otherwise. Life2 equals 1 if a
firm is in the mature stage of the life cycle and 0 otherwise. Tenure, Age, and Degree represent CEO’s
tenure, age, and education level, respectively. Specifically, Degree is measured on the basis of the highest
education level obtained by the CEO, where 1 = Technical secondary school degree, 2 = College degree, 3
= Bachelor’s degree, 4 = Master’s degree, and 5 = Doctoral degree. To avoid the multiple collinearity of
competition intensity CI, we do not control for the industry fixed effect in the model. z statistics are
presented in parentheses. *** ** and * indicate significance at the 1%, 5%, and 10% level, respectively
(two-tailed test).

) 2
Prospector 1 Prospector 3
MI 0.0473 0.0442
(1.6304) (1.2693)
Lnassets 0.1610%** 0.1270%*
3.7117) (2.4913)
Listyear -0.0148 -0.0238**
(-1.6249) (-2.2459)
CI -0.8317 -1.5838
(-1.1201) (-1.6443)
Lifel 0.1621 0.2106
(1.3618) (1.4878)
Life2 -0.0534 0.0790
(-0.4173) (0.5197)
Tenure 0.0024** 0.0020
(2.0871) (1.6034)
Age -0.0101* -0.0220***
(-1.6857) (-2.8528)
Degree 0.1601*** 0.1736%**
(3.8080) (3.2961)
_cons -3.412] %% -1.2682
(-2.8818) (-0.8773)
Year Dummy Yes Yes
N 1239 798
pseudo R? 0.0589 0.0591

Table 13 shows the results of the regression analysis of model (6). Panel A reports the
effect of organisational strategy on the selection of incentive objects. It shows that the
coefficients of Lamda in both columns are significant, indicating the existence of selection
bias. Moreover, after controlling for selection bias, the coefficients of Prospector 1
(Coefticient=-0.3517) and Prospector 3 (Coefficient=-0.3747) are both negative and still
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significant at the 1% level. Panel B reports the effect of organisational strategy on the setting
of profit performance targets. The results in Panel B show that the coefficients of Lamda in
all eight columns are significant. Moreover, after controlling for selection bias, the
coefficients of Prospector 1 and Prospector 3 are all negative and significant at least at the
5% level. Panel C reports the effect of organisational strategy on the setting of revenue
performance targets. The results in Panel C show that the coefficients of Lamda in all
columns are not significant and neither are the coefficients of Prospector 1 and
Prospector 3. In summary, these findings further prove that our empirical results are

relatively robust after controlling for selection bias.

Table 13 Regression Results from the Estimation of the Second-Stage Model

This table reports the results from the estimation of the second-stage treatment effect model. MOP in Panel
A, DifficultA_1 / DifficultA_3 and DifficultB_1 / DifficultB_3 in Panel B, and Revdummy and Revrevise in
Panel C are the dependent variables. MOP is the proportion of equity granted to top management relative to
the total amount of equity in incentive plans. DifficultA_1 / Difficult4_3 is the difficulty of the net profit
growth rate target for the first exercise of options or unlocking of restricted stocks / the average net profit
growth rate target for the first three exercises of options or unlockings of restricted stocks. DifficultB_1 /
DifficultB 3 is the difficulty of the ROE target for the first exercise of options or unlocking of restricted
stocks / the average ROE target for the first three exercises of options or unlockings of restricted stocks.
Revdummy equals 1 if the performance evaluation in the equity incentive plans includes revenue targets and
0 otherwise. Revrevise equals 1 if the performance evaluation in the equity incentive plans only includes
revenue targets or includes revenue targets when the profit targets are lower than the expected level, and 0
otherwise. The key independent variables are Prospector 1 and Prospector 3. Prospector 1 (Prospector_3)
equals 1 if the firm’s strategy variable STRA_1 (STRA_3) is higher than the mean of the industry, and 0
otherwise. Lamda is the inverse Mills ratio computed from the first stage. All of our independent variables
have a one-period lag. To avoid the multiple collinearity of competition intensity C7, we do not control for
the industry fixed effect in the model. t statistics are presented in parentheses in Panel A and Panel B, while
z statistics are presented in parentheses in Panel C. ***, ** and * indicate significance at the 1%, 5%, and
10% levels, respectively (two-tailed test).

Panel A Effect of Organisational Strategy on the Selection of Equity Incentive Objects

O] 2
MQP MQP
Prospector 1 -0.3517*%*
(-5.7914)
Prospector 3 -0.3747***
(-5.7009)
Lamda 0.1951%** 0.2121***
(5.0970) (5.1268)
CcT -0.4048 -0.4568
(-1.5772) (-1.3778)
Regulation -0.0234** -0.0333**
(-2.0681) (-2.1935)
SOE -0.0395* -0.0392
(-1.8605) (-1.5787)
Debt 0.0515 -0.0125
(1.3811) (-0.2559)
OCF -0.1180%* -0.1802%**
(-1.7601) (-2.0884)
MTB -2.5096 -3.0679
(-0.8433) (-0.7077)
ROEvolatility -0.0138 0.0099

(-0.2830)

(0.1670)
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RETvolatility -0.0601 -0.1027
(-0.1802) (-0.0789)
CEOduality -0.0260%** -0.0244
(-2.2030) (-1.5585)
GOVsize -0.0024 -0.0076
(-0.6656) (-1.6403)
GOVshare -0.0809%*** -0.0680
(-2.7736) (-1.5712)
GOVconcen 0.0005 0.0003
(1.0359) (0.5254)
GOVinst -0.0004 -0.0030%**
(-0.3490) (-2.0257)
_cons 0.4114%** 0.5071***
(8.5870) (7.8299)
Year Dummy Yes Yes
N 1223 787
adj. R? 0.0822 0.0993

Panel B Effect of Organisational Strategy on the Setting of Profit Performance Targets

M ()] 3 “ &) (©) O ®)
DifficultA 1 DifficultA 1 DifficultA 3 DifficultA 3 DifficultB_1 DifficultB_1 DifficultB_3 DifficultB_3
Prospector 1 -11.3344%** -6.4368%** -0.2411%** -0.1909***
(-3.2570) (-3.2567) (-3.9027) (-3.0444)
Prospector_3 -15.4837%** -8.1708*** -0.1694*** -0.1441%*
(-3.5288) (-3.2715) (-3.0223) (-2.5572)
Lamda 6.5918***  9.1630%** 3. 7473*¥*¥*  4.9962***  (.1489***  0.0860**  0.1173***  0.0658*
(3.0085) (3.3203) (3.0112) (3.1806) (3.9305) (2.4841) (3.0515) (1.8925)
cT -0.5813 -3.7769 -2.3987 -3.0429 -0.1225 -0.1902 -0.1253 -0.1756
(-0.0386)  (-0.1664)  (-0.2807)  (-0.2355)  (-0.3207)  (-0.4710)  (-0.3230)  (-0.4326)
Regulation 0.5275 0.3834 0.0779 -0.0429 0.0127 0.0258**  0.0079 0.0232*
(0.8133) (0.3747) (0.2115)  (-0.0737) (1.1431) (2.0179) (0.6990) (1.8039)
SOE -1.4231 -1.9016 -0.7997 -1.0410 0.0112 0.0136 0.0111 0.0076
(-1.1743)  (-1.1510)  (-1.1618)  (-1.1070) (0.7427) (0.9435) (0.7309) (0.5220)
Debt 1.2023 1.4160 0.6983 1.2837 0.1837***  (.1032%**  0.1489***  (0.0676*
(0.5566) (0.4308) (0.5691) (0.6862) (5.5055) (2.8038) (4.3976) (1.8282)
OCF -5.2127 -4.3698 -4.2787**  -4.6685 -0.1311**  -0.0655 -0.1148**  -0.0930
(-1.3793)  (-0.7609)  (-1.9934)  (-1.4280)  (-2.3992)  (-1.0854)  (-2.0691)  (-1.5336)
MTB 14.9634 12.8346  -61.7402  -54.7095 2.6016 2.1592 3.3697 0.4884
(0.0865) (0.0435)  (-0.6286)  (-0.3259) (0.6769) (0.4800) (0.8637) (0.1081)
ROEvolatility -1.9341 -4.8270 -0.7456 -2.7081 -0.3194%**  -0.1580*** -0.3142%** -0.1717***
(-0.5767)  (-0.9375)  (-0.3914)  (-0.9241)  (-7.3730)  (-3.4466) (-7.1444)  (-3.7265)
RETvolatility 13094 277.6153*** -3.3530 99.5701**  -0.6587 2.7871**  -0.1853 2.8715%*
(0.0676) (3.1464)  (-0.3049) (1.9826)  (-0.7477) (2.4751)  (-0.2072) (2.5377)
CEOduality 0.2140 0.3681 -0.0531 -0.0871 -0.0166 -0.0051 -0.0119 -0.0055
(0.3187) (0.3517)  (-0.1392)  (-0.1463)  (-1.4968)  (-0.3983)  (-1.0568)  (-0.4220)
GOVsize -0.3529%  -0.4738 -0.2842**  -0.4096**  -0.0009 -0.0005 0.0007 -0.0009
(-1.7269)  (-1.5492)  (-2.4487)  (-2.3528)  (-0.2881)  (-0.1405) (0.2241)  (-0.2509)
GOVshare -3.0997*  -4.8917*  -1.0835 -1.7293 -0.0973*** -0.0231 -0.1005***  -0.0360
(-1.8919)  (-1.7108)  (-1.1644)  (-1.0626)  (-3.8332)  (-0.6416)  (-3.9025)  (-0.9959)
GOVconcen  -0.0246 -0.0177 -0.0140 -0.0134 -0.0003 -0.0005 -0.0004 -0.0004
(-0.8937)  (-0.4078)  (-0.8963)  (-0.5415)  (-0.8459)  (-1.1462)  (-1.1898)  (-1.0401)
GOVinst -0.0240 -0.0691 -0.0306 -0.0652 -0.0001 -0.0016*  -0.0010 -0.0019%**
(-0.3865)  (-0.7029)  (-0.8691)  (-1.1645)  (-0.1169)  (-1.6660)  (-1.1056)  (-2.0661)
_cons 8.4198***  6.4781 5.9202***  58026*%*  0.0576 -0.0133 0.0238 0.0118
(3.1183) (1.5283) (3.8604) (2.4050) (0.8940)  (-0.2094) (0.3639) (0.1849)
Year Dummy Yes Yes Yes Yes Yes Yes Yes Yes
N 1076 685 1076 685 340 192 340 192
adj. R? 0.0089 0.0258 0.0154 0.0218 0.3979 0.1962 0.3438 0.2019
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Panel C_ Effect of Organisational Strategy on the Setting of Revenue Performance Targets

(1 2 3 “4)
Revdummy Revdummy Revrevise Revrevise
Prospector 1 0.3153 0.1094
(0.4325) (0.1285)
Prospector 3 0.2540 0.1684
(0.3248) (0.1827)
Lamda -0.1180 0.0480 0.1867 0.2703
(-0.2560) (0.0974) (0.3438) (0.4631)
CcT 4.7330 0.9822 3.1468 0.0707
(1.6255) (0.2639) (0.9897) (0.0170)
Regulation -0.2574%* -0.2992%* -0.2199 -0.3601*
(-1.8884) (-1.6596) (-1.3798) (-1.7083)
SOE -0.1547 0.0189 -0.0705 0.1736
(-0.5613) (0.0626) (-0.2164) (0.4881)
Debt -0.7061 -0.9164 0.2078 -0.2040
(-1.5424) (-1.5571) (0.3804) (-0.2912)
OCF -0.0055 0.4736 1.6728* 1.3648
(-0.0066) (0.4427) (1.6572) (1.0604)
MTB -13.5014 -24.2528 30.7487 16.2156
(-0.3792) (-0.4493) (0.7902) (0.2674)
ROEvolatility -0.4914 -1.5391 -1.2245 -2.0750
(-0.6312) (-1.2260) (-1.0813) (-1.2517)
RETvolatility 1.6172 -3.9344 29110 4.2856
(0.4267) (-0.2538) (0.7351) (0.2396)
CEOduality 0.1929 0.0434 0.2111 0.1026
(1.3879) (0.2403) (1.2833) (0.4878)
GOVsize -0.0053 -0.0282 -0.0146 -0.0292
(-0.1219) (-0.5160) (-0.2873) (-0.4622)
GOVshare 0.2346 0.3837 0.3569 0.5961
(0.6758) (0.7717) (0.8457) (1.0092)
GOVconcen 0.0024 0.0075 -0.0037 0.0000
(0.3793) (0.9329) (-0.4460) (0.0011)
GOVinst -0.0023 -0.0048 0.0314* 0.0281
(-0.1627) (-0.2568) (1.9472) (1.3443)
_cons -0.6831 -0.2161 -1.3887** -1.1375
(-1.1991) (-0.2828) (-2.1093) (-1.2841)
Year Dummy Yes Yes Yes Yes
N 1221 798 1221 798
pseudo R? 0.0362 0.0381 0.0677 0.0730

5.3 The Effect of Organisational Strategy on the Scale of Equity Incentive Plans

The main empirical results of this paper relate to the design of equity incentive plans.
However, according to our hypothesis, prospectors demand more equity incentives, whereas
defenders only regard equity incentives as a preventive mechanism to balance managers’
long-term and short-term decision-making horizons. Thus, prospectors tend to offer more
equity incentives than defenders. We construct a variable Cost to measure the scale of equity
incentives offered by firms. For equity incentive plans that only contain stock options, the
value of each option is calculated using the European option pricing model and then

multiplied by the total number of stock options granted for the first time and taken as the
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Table 14 Effect of Organisational Strategies on the Scale of the Equity Incentive Plans

This table reports the regression analysis results for the effect of organisational strategy on the scale of equity
incentive plans. We construct a variable Cost to measure the scale of equity incentives offered by firms. For equity
incentive plans that only contain stock options, the value of each option is calculated using the European option
pricing model and then multiplied by the total number of stock options granted for the first time and taken as the
natural logarithm to obtain the scale of the equity incentive plans. For equity incentive plans that only contain
restricted stocks, the value of each restricted stock equals the closing price of the listed firm on the grant date
minus the first grant price, and this is then multiplied by the number of restricted stocks awarded for the first time
and taken as the natural logarithm to calculate the scale of the equity incentive plans. For equity incentive plans
that contain both stock options and restricted stocks, the above two methods are used to obtain the total value of
the stock options and the total value of the restricted stocks, and the scale of the equity incentive plans is then
obtained by adding the two values and taking the natural logarithm. We use Cost as the dependent variable and
STRA 1 and STRA 3 as the key independent variables. All of our independent variables have a one-period lag. To
avoid the multiple collinearity of competition intensity C/ and competition type C7, we do not control for the
industry fixed effect in the model. t statistics are presented in parentheses. ***, ** and * indicate significance at
the 1%, 5%, and 10% level, respectively (two-tailed test).

&) 2
Cost Cost
STRA 1 0.0291***
(4.2069)
STRA 3 0.0267***
(2.5974)
Lifel -0.1909%** -0.1668**
(-3.8782) (-2.0704)
Life2 -0.1712%** -0.1990%**
c C03201 CoTnd
1 . a7
(0.7954) (1.5863)
CcT 2.8656%* 2.9406**
Woats ‘00026
MI -0. -0.
(-1.4762) (-0.1502)
Regulation 0.1001* 0.1367**
(1.7189) (2.3900)
SOE -0.2889%** -0.2202%*
(-3.5959) (-2.5131)
Lnassets 0.5984*** 0.6117%**
(9.6586) (9.5345)
Debt 0.1958 0.0450
(0.7622) (0.3062)
OCF 0.4341** 0.7520%**
(2.1335) (3.9476)
MTB 84.7808*** 120.3527***
(6.0640) (8.0055)
ROEvolatility 0.0333 0.1143
(0.2053) (0.9307)
RETvolatility -1.0990 -0.8316
(-0.4024) (-0.0971)
CEOduality 0.0864 0.1680**
(1.3718) (2.2037)
GOVsize 0.0281** 0.0226*
(2.3295) (1.7787)
GOVshare -0.0527 -0.2810%**
(-0.2903) (-2.7120)
GOVconcen 0.0002 -0.0057**
(0.0357) (-2.4389)
GOVinst 0.0097 0.0004
(1.2519) (0.0573)
_cons -6.1730%** -7.0462%**
(-4.3121) (-4.4283)
Year Dummy Yes Yes
N 1354 891
adj. R? 0.9653 0.9694
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natural logarithm to obtain the scale of the equity incentive plans. For equity incentive plans
that only contain restricted stocks, the value of each restricted stock is calculated as the
closing price of the listed firm on the grant date minus the first grant price and then
multiplied by the number of restricted stocks awarded for the first time and taken as the
natural logarithm to calculate the scale of the equity incentive plans. For equity incentive
plans that contain both stock options and restricted stocks, the above two methods are used
to obtain the total value of the stock options and the total value of the restricted stocks, and
the scale of equity incentive plans is then obtained by adding the two values and taking the
natural logarithm.

The results of the regression analysis are shown in Table 14. The coefficient of STRA 1
(Coefficient=0.0291) in the first column and the coefficient of STRA 3 (Coefficient=0.0267)
in the second column are both significantly positive at the 1% level, indicating that the more
“prospector-characterised” the organisational strategy is, the larger the scale of the equity
incentive plans. These results support our prediction that there is a positive relationship

between organisational strategy and the scale of equity incentive plans.
5.4 Alternative Measurement of Organisational Strategy

Following Bentley et al. (2013), we construct another two organisational strategy
variables, Strategy 1 and Strategy 3. Strategy 1 equals -1 when STRA 1 is less than or
equal to 12, which means that the firm adopts a defender organisational strategy. Strategy I
equals 0 when STRA 1 is greater than 12 and less than 24, which means that the firm adopts
an “analyser” organisational strategy. Finally, Strategy 1 equals 1 when STRA 1 is greater
than or equal to 24, which means that the firm adopts a prospector organisational strategy.
The reference value of Strategy 3 is STRA_3, and the calculation process is the same as that
for Strategy 1. Unreported results show that when the organisational strategy variable is
Strategy 1 or Strategy 3, the main hypotheses of this paper still hold and the significance of

the statistics remains basically unchanged.

VI. Research Conclusions and Limitations

Organisational strategy is the cornerstone of a management control system
(Langfield-Smith, 1997). According to the organisational strategy classification system of
Miles and Snow (1978), prospectors seek to develop new products and rapidly respond to
the market to build competitive advantage, whereas defenders form a competitive advantage
through cost control and fully exploiting the existing market. During the strategy
implementation process, prospectors place greater emphasis on the long-term nature of
business than defenders, which leads to obvious differences in the design of their respective
management control systems. We investigate the effect of organisational strategy on the

design of performance-based equity incentive plans, which is one important component of a
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management control system. Our empirical results show that compared with defenders,
prospectors are more inclined to motivate middle managers through their equity incentive
plans. In addition, prospectors set less difficult profit performance targets in their equity
incentive plans and are more likely to incorporate revenue performance targets into their
performance evaluation. The main results of this paper show that organisational strategy is a
key factor affecting the design of performance-based equity incentives. Specifically,
prospectors pay greater attention than defenders to the role of performance-based equity
incentives in motivating employees’ long-term behaviour and encouraging cooperation and
knowledge sharing among employees.

To mitigate the alternative explanation of the agency problem based on CEO power
theory, we first conduct a subsample test based on variation in the degree of CEO power
(low vs. high CEO power) and find that the negative effect of organisational strategy on the
difficulty of the profit target mainly appears in the low CEO power group rather than the
high CEO power group, which is inconsistent with CEO power theory. In addition, the
CSRC relaxed the mandatory requirements regarding performance target design in 2016.
This deregulation gives us a great opportunity to examine the logical paths behind our main
findings. We then conduct another subsample test based on the variation in the
implementation time of equity incentive plans (before vs. after the deregulation), and we
find that the negative effects of organisational strategy on target difficulty are stronger
before the deregulation rather than after the deregulation, which is also inconsistent with
CEO power theory. Finally, we use the CSRC’s deregulation in 2016 as an exogenous shock
and adopt the DID model to investigate whether implementing equity incentive plans has
different effects on firm performance before and after the deregulation. We find that the
results are consistent with optimal contract theory. To control for endogeneity and selection
bias, we follow Maddala (1983) by using the treatment effect model. After controlling for
selection bias, our main results still hold. In conclusion, the results of this paper conform
with the optimal contract theory, which states that the design of incentive compensation is
oriented towards organisational strategy.

This paper has several potential limitations. First, although we consider the alternative
explanation of management power and use statistical methods to mitigate its effects on our
conclusions, we could not completely eliminate its influence. Second, other methods can be
used to measure organisational strategy. However, due to data limitations, we could not use
other classifications of strategies in this paper. Future studies could use other measures to
construct organisational strategy. Third, as proposed by Merchant and Van der Stede (2007),
there are two ways to reduce managers’ short-termism: one is replacing some weights of
financial performance measures with non-financial performance measures; the other is
reducing the difficulty of the targets. We have examined the influence of firm strategies on

target difficulty; however, due to the data limitations of the non-financial performance



48 Wang, Zhou, Gao, and Wang

measures, we were unable to examine the effect of firm strategies on the use of
non-financial performance measures. Fourth, the investigations of the performance
evaluation processes and incentives of top management and middle management in this
paper are both based on firm-level performance targets, which constitute the first
requirement for managers seeking to execute equity incentive plans. However,
individual-level performance targets, which constitute the second requirement for managers
seeking to execute equity incentive plans, may better reflect the incentives of managers,
especially those of middle managers whose compensation is not completely tied to their

firms. Future studies could conduct more explorations in this area.

“Open Access. This article is distributed under the terms of the Creative Commons
Attribution License which permits any use, distribution, and reproduction in any medium,
provided the original author(s) and the source are credited.”
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